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The Impact of Income Tax Leakages— 
A Postscript to Randolph Paul* 


ROSWELL MAGILL 


“hie history of federal income taxation in the United States has 
been largely a history of successive revisions designed to get more 
and more revenue by means of this single complicated machine.” 
Only during the twenties were rates substantially diminished. In 
1956 individual income tax rates are at about the same level as they 
were in 1946. 

Moreover, throughout much of the 43-year history of the federal 
income tax, Congress has been eager to ‘‘plug loopholes,’’ that is, 
to extend the effective operation of particular taxing provisions to 
cover like transactions that may not have been covered before.” 
Marching hand in hand with drives for loophole-closing have gone 
earnest endeavors to ‘‘increase equity,’’ that is, to contract the 
application of particular taxing provisions so as to exclude trans- 
actions deemed to deserve lower rates or no taxes at all.* The pres- 
ent elaborate Code is the latest Congressional attempt to compro- 
mise these three conflicting forces, high rates, loopholes, and equity. 

High rates foster methods and plans for tax reduction and 
avoidance. Some of such methods and plans must be blocked by 
loophole-closing, for they resemble taxable transactions too closely. 
Some other methods and plans must be given lower rates or 
special treatment lest the high rates prevent them entirely. 

Attention to rates and maximum revenue production has pre- 
vented until recently extensive consideration of such equally im- 


ROSWELL MAGILL is a member of the New York, Illinois, and District of Columbia Bars 
and a partner in Cravath, Swaine & Moore. 

* This article is based on a paper delivered by the author to the Tax Forum on Oct. 8, 
1956, and is in the nature of a reply to an article by Randolph E. Paul published in 11 
Tax L. Rev. 203 (1956). 

1 See Table, Federal Budget Revenue by Sources, 1900-1956, THE Economic ALMANAC 
456 (1956) ; Table, Federal Individual Income Tax Rates, id. at 459-461. 

2 See, for example, Hearings before the Joint Committee on Tax Evasion and Avoid- 
ance, 75th Cong., Ist’ Sess. (1937), resulting in the Revenue Act of 1937; H.R. Rep. No. 
2333, 77th Cong., 2d Sess. 47, 51 (1942). 

8 See, for example, H.R. Rep. No. 2333, supra note 2, at 44, 46, and 48. 


1 














2 TAX LAW REVIEW [Vol. 12: 


portant topics as (1) what business activities or what forms of 
business transactions do the provisions of the income tax law 
foster or prevent; (2) what are the effects of such provisions gen- 
erally on business or on society; and (3) are the tax laws encour- 
aging the development of a strong economy, or do they hinder that 
development? We find these questions phrased in political terms 
from time to time: the charge that the Administration is foster- 
ing business, particularly big business; the ‘‘trickle-down’’ theory; 
ete. In general, however, discussion is limited to the anticipated 
effects of tax rates and tax exemptions. There has been little con- 
sideration by the Treasury or the Internal Revenue Service of the 
economic impact of the numerous substantive provisions of the 
federal tax laws.* We have not seen many publications dealing 
with the good or bad economic effects of the reorganization pro- 
visions,® or of the provisions for taxing the income of certain 
trusts to the grantor, or of estate tax provisions for the taxation 
of life insurance policies or jointly-held property. The 1954 Code 
was a wholesale revision and recodification of revenue laws, but 
particular changes in the laws to foster economic growth or to 
encourage individuals to work hard and earn a lot did not have 
much attention. 

Yet the income tax law is very likely the most potent force in 
the country in its impact on the form and substance of business 
transactions and family settlements. It would be a very unwise 
businessman who would contemplate a corporate acquisition for 
long without asking his attorney to advise him just how it should 
be carried out. Sections of the Code, in effect, compel the business- 
man and his lawyer to cast the transaction in a particular form, 
and they must avoid other forms.** It would be an unwise father or 
husband who would undertake to plan the disposition of his estate 
without asking his lawyer to work out a plan for him in the light 
of the many applicable income tax, gift tax, and estate tax sections. 

Aside from the immediate revenue effect or the impact of the 
particular provision in sanctioning or discouraging or prohibiting 
specific transactions, the broad question remains: Do the revenue 
provisions as a whole tend to foster or to prevent the kind of eco- 
nomic environment we need in this country in order that we may 


4 See, however, FepERAL Tax PoLicy ror Economic GrowTH AND SraBiuity (1955), 
published by the Joint Committee on the Economic Report, 84th Cong., 1st Sess. (1955). 

5 See Sandberg, The Income Tax Subsidy to ‘‘ Reorganization,’’ 38 Cotum. L. Rrv. 98 
(1938). 

5* Consider in connection with the definition of a reorganization in section 368, the use 
of non-voting preferred stock in a corporate acquisition. 











1956] IMPACT OF INCOME TAX LEAKAGES 3 


live the good life ourselves and maintain our position in world 
affairs? The broad question cannot be answered without the 
consideration and addition of a multitude of specific instances. 
A sampling of a few simple, rather general, problems may stimu- 
late wiser men to contemplation and discussion of the very numer- 
ous specific impacts of the income tax law. 


I. 


By way of beginning a consideration of the general impact of 
the federal income tax on individuals, may we ask: What advice 
would an articulate father, a tax lawyer, give his son who has just 
graduated from college and who wants advice on the choice of a 
career? 

Might the father start by saying that the money incentive for 
choosing any particular career is largely gone?® The son can 
hardly pick an occupation which will ultimately produce a private 
yacht or a private car or a mansion on Fifth Avenue. Certainly 
some occupations are still much better remunerated than others, 
but in hardly any is there much prospect of making a million dol- 
lars. There may be one or two exceptions: possibly one can make a 
million by the capital gains route and retain most of it; possibly 
one can make a million by wise investments in oil interests. Either 
route to the possible million, however, requires initial capital. 
Where is that to come from? Presumably from the father, for the 
son will have great difficulty in laying it by for himself. 

One great truth with respect to our present tax system is, then, 
that it has increased the value of money already accumulated, 
since it is very hard indeed for workers falling in any tax bracket 
to accumulate money for themselves. For example, how could one 
today accumulate the funds E. H. Harriman left to his two sons? 
The ancestral home in the country is a unique and valuable posses- 
sion, provided it is not too big for the young people to afford. They 
cannot use it very well if it is too large for the son’s wife to take 
care of by herself, for she probably cannot afford a servant; and 
it is rather unlikely that a servant is available anyway. 

So a wise father will advise his son to choose an occupation that 
is congenial and promises an adequate living, not necessarily a 
great income. My friends on the boards of theological seminaries 
tell me that men of unusually high caliber are studying for the 
ministry today. Is there any connection between that observation 


6 See Greenewalt, The Effect of High Tax on Executive Incentive, op. cit. supra note 4, 
at 188. 
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and the tax world in which we live? It is sometimes suggested, 
on the other hand, that college and university faculties must de- 
teriorate, because college and university salaries are so inade- 
quate ; indeed, so much more inadequate than they have been in the 
immediate past. These observations tend to emphasize the great 
truth of the preceding paragraph—the prospective college pro- 
fessor had better have a father who can help him to sustain his 
family by providing a few extra thousands of dollars each year. 

What about studying for a profession, as contrasted with enter- 
ing business? First, there are the elements of expense and delay. 
A professional education is a costly thing, especially for pros- 
pective doctors, and it sops up many valuable younger years. Un- 
less scholarship aid can do the trick, a father with substantial 
income or capital is essential. So far as the income tax law plays 
any part, it seems rather to support our national bias in favor of a 
business career as the finest that life offers. The indirect sanction 
here is primarily the operation of the provisions for corporate 
deductions. 

My experience has been that no larger prizes are available to 
professional men than are offered to business executives; indeed, 
it seems more likely that the balance swings the other way. In 
any event, the million dollar fee of fragrant gossip is bound to be 
reduced to less distinguished proportions by surtaxes that even on 
a joint return reach 50 per cent at $32,000 of taxable income; 75 
per cent at $100,000; and 90 per cent at $300,000. When one talks to 
a promising young lawyer who has just been invited to become 
assistant general counsel of a leading corporation, one confronts 
the competition, actual or potential, of stock option plans, retire- 
ment plans, deferred compensation plans, and a multitude of fringe 
benefits, such as housing developments, company country clubs 
with no dues, free noon-day lunches, free vacations in Florida, busi- 
ness trips abroad, and special schools and scholarships for children. 
Employer corporations can and do offer all these benefits ; the costs 
are deductible. Law firms can offer only a pale shadow of some of 
them, not all. The law firm offers the non-tax advantage of superior 
independence, but it can no longer honestly assure promising young 
men that if they become partners they can save money in substan- 
tial amounts, build country homes and gardens for themselves like 
their fathers and grandfathers did, and plan extensive European 
holidays. What chance has a lawyer today of building the Elihu 
Root house at 71st and Park Avenue? 

We all know, for example, that it is a practical impossibility 
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for a law firm today to pay members of its legal staff net after 
taxes as much as they received ten or twenty years ago, taking 
into account also the decline in the value of the dollar.’ A lawyer 
cannot possibly earn take-home pay of a value equal to that which 
his father earned in a New York firm a generation ago. It really is 
very hard to save money. We would like to own more tax-exempts, 
but unless rich, childless Aunt Emma leaves us some money, we 
can add only moderately to our store year after year. The net 
result is that the disparities in take-home pay between a partner 
and a non-partner are less than they used to be. Does or does not 
that fact make for a better world? 

I have adverted briefly to the importance of corporate deduc- 
tions in shaping the character of business living. All of us lived 
through the excess profits tax days when an expenditure that con- 
stituted a corporate deduction really did not count, for in practical 
effect the United States Treasury had to pay most of it. Even 
today, the corporate 52 per cent rate causes the retention of the 
same philosophy, but with something less than its original vigor.’ 
Moreover, individuals now try to educate wives in the similar 
philosophy that high surtaxes make applicable to individuals: if 
the particular expenditure, say, a contribution to the favorite 
charity of one of the partners, is deductible from gross income, 
most of the cost of it will be borne by the United States Treasury, 
and the individual donor need not worry about it very much. Con- 
versely, an expenditure by an individual which is not deductible 
is a serious item. It has to be paid out of the little store of net 
take-home dollars, which is always relatively small whatever the 


7 FiscaL Facts For 755, Tax FOUNDATION, Table 11, 31 (1956): 


1955 Equivalents of 1939 Net Incomes 








1939 Income 1955 Equivalent Income 
(Single Person) (Married) 
(No Dependents) (Two Children) 
$ 5,000 $ 12,771 $ 11,418 
8,000 23,481 19,116 
15,000 61,978 40,752 
25,000 187,411 83,863 
50,000 578,538 306,378 
100,000 980,725 861,623 


In other words, a single man who earned $8,000 in 1939 would have to earn $23,481 in 
1955 in order to be left with the same net income, after taxes and after adjustment for 
inflation. 


8 See Rudick, Effect of Corporate Income Tax on Management Relations, op. cit. supra 
note 4, at 646. . 
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gross income may be. By the same line of reasoning, we know that 
it is easier to persuade a corporate comptroller that a legal bill 
for services in the amount of $25,000 is reasonable than to con- 
vince an individual that a bill for $2,500 is satisfactory, particu- 
larly if the amount chances to be non-deductible. 

Various side-effects arise out of these deductible items. Business 
entertaining has probably increased. Certainly there are insistent 
demands for expense allowances for corporate executives, with as 
little itemization of the details of the account as the tax lawyer will 
permit. The goal of every executive seems to be an expense allow- 
ance like that granted to the President of the United States, an 
allowance that is not part of his taxable income and that he can 
spend in any way he chooses. Borrowing is sensible and prudent, 
for interest is deductible. There is less pressure than there used 
to be to keep local taxes down, for they are deductible. 

I have already referred to the deductibility of charitable con- 
tributions. The Code provisions in this respect are undoubtedly 
aiding enormously in keeping alive privately-endowed educational 
institutions. We have recently witnessed the flowering of a great 
number of plans based on the charitable deduction: corporate con- 
tributions to medical education, to scholarships for students, 
matching contributions to alumni funds, contributions to state 
federations of colleges, etc. The smaller privately-endowed college 
would have suffered seriously in competition with the great state- 
supported schools had it not been for the indirect subsidies that 
the Federal Government has provided for through the charitable 
deduction.® 

There is an enormous special attraction in a gift to the charity 
of securities which have greatly appreciated in value since the 
original purchase. The deduction for the gift is in the amount 
of the value of the securities at the time of the gift, and there is no 
tax to anyone on the appreciation in current value over the cost. 
By such a gift the donor reduces the total amount of cash required 
to pay his income taxes and eliminates the spectre of the capital 
gains tax on the donated securities. If the appreciation in the 
value of the securities before the gift is sufficiently great, the donor 
will find that he has more dollars remaining after the gift than 
he would have had had he sold the securities, paid the capital gains 
tax, and banked the balance. Thus the Treasury subsidizes such 
gifts to a marked degree. 

All these observations as to the value and utility of deductions 


® See Rudick, supra note 8, at 647. 
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presuppose that the individual is subject to such high tax brackets 
that his conclusion in substance is: I shall have to give up this 
dollar anyway (to the United States Treasury) ; I might therefore 
better spend it on some item of my own choice (such as a gift to 
my college alumni fund). There are important qualifications to 
these presuppositions. Not all men in fact are subject to the very 
high brackets; by no means every contributor to an alumni fund, 
every borrower, or every local taxpayer possesses a large income. 
In many cases, the payment, though not very burdensome to some 
who pay it, is a very real imposition on others. Moreover, the gen- 
eral philosophy—that a payment which is a tax deduction is negli- 
gible—is not very sound, even as applied to one in the high 
brackets. The ten cents or fifteen cents or twenty-five cents that 
he has left after taxes out of a dollar earned is an important 
amount, for he must live on it. True, a dollar given to charity may 
be deducted from gross income, but there must also be deducted 
ten cents or fifteen cents or twenty-five cents from that relatively 
small amount of dollars on which the man must live and pay his 
non-deductible personal expenses. 


II. 


This may be the point at which to take account of Randolph 
Paul’s paper, ‘‘Erosion of the Tax Base and Rate Structure.’’ 
Paul makes several points. First, he questions the premise that the 
American income tax system is highly progressive, by showing, 
among other things, that an estimated total of $117 billions of tax- 
able income was reported for 1953; that total individual income 
taxes paid thereon were $32 billions; and that thus the average 
effective rate of individual income tax was about 27 per cent, only 
4.8 percentage points in excess of the first bracket rate of 22.2 per 
cent. Moreover, Paul says, using ‘‘the concept of income called 
‘adjusted gross’ income, which includes half of net capital gains, 
the actual effective rates of income tax for 1952 for taxpayers with 
incomes above $100,000 was [sic] 53.4 per cent,’’ not 67 per cent 
as it might appear from the surtax table. 

Paul then lists a series of reasons for these divergencies: (1) tax- 
exempts; (2) exemption from tax to a life insurance policyholder 
of interest earned by the company on premiums paid; (3) percent- 
age depletion; (4) deductions for such consumption expenditures 
as real estate and other taxes and interest payments; (5) splitting 
of family income; (6) deferred compensation, pension trusts, 


10 Paul, Erosion of the Tax Base and Rate Structure, op. cit. supra note 4, at 297-311. 
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and other fringe benefits; (7) accumulation of income in closely- 
held corporations; (8) preferential treatment of capital gains; (9) 
evasion. 

Finally, Paul concludes with several suggestions. We ought to 

adjust the first income tax bracket downward or split it. We ought 
to reduce the ‘‘unrealistic high rates’’ to a top of 70 per cent, but 
not as a bargain in exchange for the elimination of special favors."* 
Rates over 70 per cent ‘‘mean next to nothing and misrepresent to 
the lower brackets the tax burden actually being imposed upon the 
high brackets.’’ Surrey adds in his Harvard Law Review article 
four sentences not included in his paper as originally delivered to 
the Joint Committee, with which I agree: ” 
The present top bracket rates of tax are too high today. One need not sol- 
emnly analyze the economic, social or other effects of these rates before he is 
prepared to reach this conclusion. Congress has demonstrated through the 
creation and continuation of the above devices that it really believes these 
rates are too steep and therefore will not enforce them. Under these circum- 
stances I am forced to conclude without more that the rates are therefore 
too high. 


In Paul’s view, these are half-way measures, however. The more 
heroic remedy is to remove discriminations and subject ‘‘all in- 
come to the same rates of tax, with some special provisions dealing 
with the bunching of capital gains and other forms of income.”’ 
Can it be true that Paul meant literally what he wrote? In par- 
ticular, Paul urges that capital-gains treatment should not be 
extended to so many types of income, including depreciable assets.” 
The special statutory favors extended to owners of oil and mineral 
interests and to holders of life insurance policies should be ended. 
Interest on future issue of state and municipal bonds should be 
taxed. 

Two principal lines of thought are suggested by Paul’s com- 
ments: (1) Are the progressive rates really a delusion so far as 
their impact upon our operations is concerned? and (2) Should we 


11 Surrey, however, suggests (Definitional Problems in Capital Gains Taxation, op. cit. 
supra note 4, at 404, 417; Definitional Problems in Capital Gains Taxation, 69 Harv. L. 
REv. 985, 1016 (1956) ): ‘‘ Reduce the present high rates of tax in the top brackets while 
at the same time (I emphasize this) eliminating the various devices by which favored 
groups now escape these high rates—tax-exempt securities, the various natural resources 
tax shelters, the dividend credit, investment in life insurance policies, and so on.’’ 

i2 Surrey, 69 Harv. L. Rev. at 1016: ‘‘The participants at the session on capital gains, 
Hearings, supra note 90, all reached the conclusion that the top bracket rates are too 
high, and generally appeared to think in terms of reducing the top rates to a maximum 
of 65%. See id. at 322, 327, 344-46.’’ 

18 See Surrey, Definitional Problems in Capital Gains Taxation. 69 Harv. L. Rev. 985 
(1956). 
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eliminate all of Paul’s tax leakages? What would be the effect on 
our activities if we did? 

To what extent do Paul’s statistics and statements of tax leak- 
ages discount the tentative conclusions previously outlined? So far 
as the statistics are concerned, the salient point is that they are 
based on averages of many millions of persons and many billions 
of dollars. That portion of the total estimated income for 1953 
which may not have been reported for taxation by such persons, 
for example, as head-waiters or taxi-drivers (who received tips in 
uncertain amounts) went to lower the percentage of the effective 
rate of tax. Yet such factors do not reduce at all the effective rates 
and impact of the tax upon those who duly reported their actual 
incomes. Similarly, the fact that capital gains bear a lower rate of 
tax than ordinary income and that oil wells enjoy various tax bene- 
fits are of no use to a taxpayer who does not have that kind of 
income. 

Paul suggests lower top bracket rates as a relief to ‘‘those high 
income taxpayers who are unable to reap any advantage from the 
tax-avoidance gadgets now in the Code.’’ Paul believed that the 
provisions which permit the tax leakages listed by him are unjusti- 
fiable in themselves, and are undesirable for the further reason 
that they mislead lower bracket taxpayers into thinking that their 
neighbors are taxed more severely than they really are. Paul would 
reduce both the lower and top brackets in order that taxpayers 
generally may have tax relief to equalize the effect of tax gadgets. 

The next matter concerns the merits of Paul’s list of tax gadgets. 
Paul’s eight points (omitting evasion) seem to fall into two prin- 
cipal categories. Half of them are applicable only to taxpayers who 
have considerable amounts of saved capital, producing substantial 
unearned income: (1) tax-exempts; (3) percentage depletion; (7) 
accumulation of income in closely-held corporations; and (8) pref- 
erential treatment of capital gains. The other half are provisions 
designed to do equity in the application of the tax: (2) exemption 
of his life insurance savings from tax to the individual insured; 
(4) deduction of consumption expenditures; (5) splitting of family 
income; and (6) fringe benefits. 

Let us consider the eight points in order. 

(1) The elimination of the tax-exemption of interest on future 
issues of state and municipal bonds would have the immediate ef- 
fect of ending the most obvious loophole whereby income on saved 
capital can escape the effect of high surtax rates. The loophole can 
be beneficial only to the relatively few taxpayers who have sub- 








10 TAX LAW REVIEW [Vol. 12: 


tantial capital, but it can be so beneficial to them as seriously to 
reduce incentives on their part to invest in risky, taxable enter- 
prises. 

To appraise the general economic effect of the elimination would 
require extensive study.** Presumably the cost of borrowings by 
states and municipalities would markedly increase. Such additional 
cost might be less than the additional revenue gained by the Fed- 
eral Government, but the loss would be suffered by the local gov- 
ernment. Are local governments being unduly stimulated to develop 
public works programs by lower interest costs? Or are they merely 
receiving a relatively slight boost or subsidy to help them to carry 
out pressing programs of school construction and highway build- 
ing, for example? Is free private enterprise suffering from an ab- 
sence of adequate available investment money, drawn off by the 
attractions of tax-exemption? These are only a few of the more 
obvious questions, but they reach well beyond revenue yields or 
programs for tax equality, or even consideration of the political 
powers of the men on the courthouse steps, who want to keep down 
the cost of local borrowing. 

(2) The exemption from immediate tax to the policyholder of 
the interest earned on the premiums he has paid to the insurance 
company. Here again there is an apparent tax leakage, not so 
obvious to the layman as is the interest on tax-exempts, but still 
puzzling when pointed out. Perhaps the first question is whether 
there really is an unmerited escape from income tax by the indi- 
vidual policyholder, having in mind the fact that his insurance 
contract prevents him from collecting the interest immediately, 
except in the unusual event of his surrendering the policy. The 
basic idea of the insurance contract is that the interest earnings 
shall be accumulated by the company and paid over at death as 
part of the insurance proceeds. A current tax on such income to 
the individual runs counter to our general philosophy that income 
shall not be taxed until it comes to hand, actually or constructively. 
Such interest has not come to hand, and the policyholder’s power 
to get it by surrendering his policy lies beyond any current appli- 
cations of the doctrine of constructive receipt. The earnings in 
question are normally paid by the company to the individual bene- 
ficiary on the death of the policyholder. Congress has not wished 
to impose an income tax at that time on that part of the proceeds 


14 See Lutz, THE FiscaAL AND Economic ASPECTS OF THE TAXATION OF PUBLIC SECU- 
RITIES (1939). 














1956] IMPACT OF INCOME TAX LEAKAGES 11 


representing accumulated interest. There may, of course, be an 
estate tax on the total insurance proceeds.” 

Many questions should be considered besides revenue and tax 
equality. Should the interest be taxed to the insurance company 
which realizes it? Should a tax be collected at the source at an 
average rate applicable to individuals generally? Is it desirable 
to encourage insurance savings in the present fashion? Is insur- 
ance ownership so widespread that this tax leakage does not really 
derange the equity of the tax system? 

The Treasury is working upon the general problem under the 
general heading of the taxation of life insurance companies and 
indeed, has worked on it intermittently ever since we have had an 
income tax. It is not at all easy of solution, and its revenue aspects 
are less significant than its other economic consequences. 

(3) Percentage depletion. This albatross has long been hung 
around the neck of the tax laws, and again, the questions normally 
put need to be supplemented by others.*® The allowance presumably 
was intended to stimulate oil and mineral discovery and produc- 
tion. Evidently it has done so. Is the cost too great or it is now 
unnecessary? Do we need to stimulate prospecting and exploration 
any longer? Have the hazards gone out of the oil business? 

(4) Deductions for such consumption expenditures as local taxes 
and interest. Presumably, the original theory of these deductions 
was to do equity and to reduce the evils of double taxation.” Have 
either of the deductions been unsatisfactory in encouraging local 
governments to spend, or individuals to borrow, too freely? What 
are the reasons that lead one to conclude that although income 
from all sources, including non-business sources, should be taxable, 
deductions should be restricted to business items, excluding even 
necessary payments to local governments? Would the income tax 
be fairer if deductions for casualty losses and for contributions 
were not allowed? Do we enter here into a discussion of hypotheti- 
cals too far removed from the practicalities of the income tax? 

(5) Splitting of family income. This provision was adopted pri- 
marily to achieve equity as between residents of community and 
non-community property states. It appears to me to be essential, 


15 See I.R.C. 2042 (1954). 

16 See Nelson, Percentage Depletion and National Security, op. cit. supra note 4, at 
473; Lambert, Percentage Depletion and the National Interest, op. cit. supra note 4, 
at 449. : 

17 The specified deductions have been in the law since 1913 but have been modified 
and reduced in scope. . 
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unless we wish to reopen the fight to tax residents of community 
property states contrary to provisions of local law. 

(6) Deferred compensation, pension trusts, and fringe benefits. 
One fundamental proposition is that an individual cannot be taxed 
on income until he has received it or has become entitled to it. 
Fringe benefits are numerous, representing attractive additions to 
a worker’s well-being, but are by no means easy to appraise as in- 
come. Would the tax be any fairer if such benefits were included? 

(7) Accumulation of income in closely-held corporations. Cer- 
tainly this ‘‘leakage’’ demands a store of capital to begin with. 
With all the attention that personal holding corporations have had 
over the years, it seems unlikely that the leakage here is great. If, 
on the other hand, Paul had in mind surplus accumulations by ordi- 
nary business corporations, we must balance against any revenue 
loss the gains we have enjoyed due to corporations’ ability to 
finance themselves. 

(8) Preferential treatment of capital gains. Whether capital 
gains should be taxed as current income at all and, if so, how, have 
been recurrent problems all through our income tax history. There 
is no perfection in the present method of taxation. Since the rate 
is attractive as compared to surtax rates, there has been great 
pressure to bring diverse transactions under the capital gains um- 
brella. Studies of the economic effect on the country of the taxation 
of such gains as compared to the exemptions from income taxation 
prevailing in other countries are necessary. What new method 
of taxation would be better? Should the law permit a shift of in- 
vestments without the recognition of gain or loss? 


ConcLusIon 


My main purpose has been to outline a few of the impacts of the 
income tax upon current activities. The discussion has been limited 
for the most part to the impacts of the law as a whole rather than 
the sanctions imposed by particular provisions. The latter have not 
been studied as much as they should be. It is obviously not very 
intelligent to adopt or discard tax sections merely because of their 
direct revenue significance ; the long-run effects on the economy of 
the country may be far more important. 

Randolph Paul was right, I think, in suggesting that the top 
surtax rates should be reduced. He was wise, too, in suggesting 
that the starting rate should be reduced at the same time. Most of 
us would like to see a simpler, less complicated tax law, and so 
instinctively we are disposed to favor eliminating tax gadgets. A 
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brief examination of Paul’s nine targets shows, however, how com- 
plex are the relevant considerations, quite aside from the political 
complications resulting from advocating the repeal of any pro- 
vision with a long history and often well-organized support. 

Men have urged in the past that drafting a good tax law inher- 
ently involves so many problems of precise statement, as well as of 
equity, that it is unwise to undertake by the tax law to perform 
other good works, lest the law fail in its primary revenue-raising 
function. So long as tax rates are high, however, it is evident that 
an income tax law will not only raise money but will also have 
many side effects upon economic activities. Granted that revenue- 
raising is the primary function of the income tax, Congress ought 
to be made aware of these side effects, for it is quite possible that 
the indirect sanctions of the law are not completely in accord with 
announced general policies. 

The papers submitted to the Mills Subcommittee ** are interest- 
ing contributions on the general aspects of the impact of federal 
taxation. There has not been enough investigation nor detailed con- 
sideration of such problems. Lawyers become expert in interpret- 
ing and making use of the income tax law as it stands. They are 
not usually retained to advocate changes in the law to serve broader 
social or economic ends. The Lobbying Act discourages such legis- 
lative activities anyway. 

All would be likely to agree that the impact of the tax laws should 
coincide as nearly as may be with our general social and economic 
program; that our tax laws should not discourage, for example, 
activities or transactions that our general policy seeks to stimulate ; 
and that they should not foster what other enactments seek to pre- 
vent. To obtain consistency in governmental policies on so broad 
a front, however, requires, first, a high degree of technical skill to 
recognize the actual sanctions of the law, and, next, an ability, that 
is pretty rare, to draw broad but accurate conclusions. Randolph 
Paul possessed both qualities. 

If the Federal Government is to continue to raise the bulk of its 
needed revenue by a tax on net income, it seems unlikely and in- 
deed, undesirable that all of Paul’s tax gadgets should be discarded. 
Some of them are justified on grounds of equity, and at least so 
long as the top rates remain as they are, the rest are almost a 
necessary cushion against the impact of surtax rates which Con- 
gress knows are too high. 

Would our economy benefit if Congress were to utilize some tax 


18 Supra note 4. 
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of more general application, levied at standard, not progressive, 
rates, to raise the bulk of needed revenue; and either discard the 
income tax or relegate it to a secondary position as a source of 
revenue? The cry that tax rates are too high stems, at least in part, 
from the force that the income tax exerts in persuading or forcing 
taxpayers to do acts they would not otherwise perform, or in induc- 
ing them to refrain from doing acts that, apart from taxes, they 
surely would perform. Citizens generally may have come very 
close to the conclusion that our top surtax rates are inequitable 
and that an old-fashioned tax of so very general application that 
the rates can be relatively low is more acceptable. More thoughtful 
persons may be nearly convinced that the attempt to gauge ability 
to pay by surtax rates is doomed to failure. The time may have 
come for a drive for a simpler tax system of more general appli- 
cation. 














Some Problems in Corporate Separations 


Under the 1954 Code 


MARVIN LYONS 


WY tes limits, the 1954 Code, like the old law, permits share- 
holders of a corporation to carry out corporate separations with- 
out recognition of gain or loss.1 Under the reorganization and non- 
recognition provisions of the old law, corporate separations were 
permitted within the bounds set by legitimate business needs and 
the continuity-of-interest rule, with a tolerable range of freedom 
of action in more recent years after the restoration of the non- 
recognition provisions covering spin-offs? and the judicial recog- 
nition of split-offs * as well as split-ups.* Section 112(b) (11), deal- 
ing with spin-offs, expressly provided that the transaction must 
not be used principally as a device for the distribution of earnings 
and that each corporation involved in the reorganization intend to 
continue the active conduct of a trade or business. There were a 
number of points that needed correction, such as the unnecessary re- 
quirement that a holding company be created to accomplish a spin- 
off of the stock of a controlled subsidiary,’ the prohibition against 
the spin-off of preferred stock,* and the rule requiring distribution 
of stock to shareholders to be in proportion to their stockholdings.” 

The 1954 Code has corrected these shortcomings.® But it has 


Marvin Lyons (B.C.S., New York University, 1923; LL.B., Harvard Law School, 
1926) is a member of the New York Bar and a member of the firm of Debevoise, Plimp- 
ton & McLean. 

1 These separations are variously described as corporate divisions, divisive reorgan- 
izations, and corporate separations. The last term is used for convenience throughout. 

2 1.R.C. § 112(b) (11) (1939). 

8 Rena B. Farr, 24 T.C. 350 (1955) ; Chester E. Spangler, 18 T.C. 976 (1952) ; Thomas 
L. Williams, 12 TCM 186 (1953) ; Rev. Rul. 289, 1953-2 Cum. BuLL. 37. 

4 Heatley Green, 1 TCM 297 (1942); S.Rep. No. 398, 68th Cong., Ist Sess. 14 (1924), 
1939-1 Cum. BuLL. (Part 2) 266, 276. 

5 I.R.C. § 112(b) (11) (1939). 

6 Ibid. 

7 Morgan v. Helvering, 117 F.2d 334 (2d Cir. 1941) ; Case v. Comm’r, 103 F.2d 283 (9th 
Cir. 1939) ; Weicker v. Howbert, 103 F.2d 105 (10th Cir. 1939). See Lyons, Realign- 
ment of Stockholders’ Interests Under Section 112(g)(1)(D), 9 Tax L. REv. 237; Rev. 
Rul. 56-117, 1956 Int. Rev. Buu. No. 13, at 8; Rev. Rul. 56-344, 1956 Int. Rev. Bub. 
No. 30, at 9; and Rev. Rul. 56-373, 1956 Int. Rev. Buu. No. 30, at 35. 

8 I.R.C. § 355 (1954); but as to preferred stock see I.R.C. § 306 (1954). 
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made other changes and has prescribed new objective tests which 
must be met to qualify for tax-free treatment. These new tests have 
raised new problems, and some of the results which appear to flow 
from them are, as we shall see, rather surprising. 


Tue New Sratrutrory Patrrern 


Section 351 (old section 112(b)(5)) is now the key section at the 
corporate level, and section 355, which has no counterpart in the 
old law, is the governing section at the shareholder level. A trans- 
action which does not meet the reorganization definitions in section 
368 may, nevertheless, qualify for tax-free treatment at the corpo- 
rate level under section 351, whether or not the transferor corpora- 
tion has distributed to its shareholders stock or securities of the 
transferee and whether or not such distribution is taxable to its 
shareholders; such a transaction may also qualify for tax-free 
treatment at the shareholder level if it meets the requirements of 
section 355. A transaction may qualify under section 351 and yet 
may not qualify under section 355. 

Section 355 covers all three types of corporate separation (spin- 
offs, split-offs, and split-ups)® and draws the line between those 
which qualify for non-recognition of gain or loss at the shareholder 
level and those which do not. All three types of separation qualify- 
ing under section 355 are given uniform treatment if they carry no 
boot, i.e., no gain, loss, or income is recognized to the shareholder. 
If boot is involved, the boot is given somewhat different treatment, 
depending on the form of the transaction. In a spin-off, section 
356(b), unlike the old law, treats the full value of the boot as a divi- 
dend or as a distribution against or in excess of basis, as the case 
may be, under section 301. If boot is involved in a split-off or 
split-up, the boot is treated to the extent of the gain as either a 
capital gain under section 356(a)(1) or a dividend to the extent of 
the shareholder’s ratable share of earnings and profits under sec- 
tion 356(a) (2), as the case may be.”° 


9 A spin-off involves a transfer of a part of a corporation’s assets to a controlled cor- 
poration and the distribution of the stock of the transferee to the stockholders of the 
transferor or the mere distribution to the stockholders of stock of a controlled corpora- 
tion. A split-off differs only in that the stockholders of the transferor surrender part 
of their stock in exchange for stock of the transferee, In a split-up the corporation trans- 
fers part of its assets to one corporation, the remainder of its assets to another, and 
distributes the stock of both transferees to its stockholders in complete liquidation. 

10 Section 356 is derived from old section 112(¢), with a number of changes. In addi- 
tion to the change noted in the text, the principal change is to treat as non-qualifying 
property the excess of the principal amount of securities in the controlled corporation 
received over the principal amount of securities in the distributing corporation sur- 
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The importance of section 355 is emphasized by the changes in 
the definition of a D reorganization, formerly covered by section 
112(g)(1)(D) and now covered by section 368 (a)(1)(D). The 
transfer by one corporation of a part (as distinguished from all or 
substantially all) of its assets to another corporation is not a re- 
organization unless stock or securities of the transferee are dis- 
tributed in a transaction whieh qualifies under section 355.11 This 
limitation, which was apparently imposed for the purpose of re- 
quiring all corporate separations to be tested under section 355 ” 
as to their treatment at the shareholder level, creates problems in 
respect of the treatment of exchanges of stock and securities be- 
tween the transferor corporation and its shareholders in split-ups 
and split-offs which do not qualify under section 355; such separa- 
tions are not reorganizations by definition, and the boot provisions 
are inapplicable, as section 356 applies to a separation only if the 
transaction otherwise qualifies under section 355. 

The Code does not provide that any separation which does not 
qualify under section 355 will be treated as having the effect of a 
dividend. And, as the boot provisions of section 356 are inappli- 
cable, we must look to the sections dealing with corporate distri- 
butions, redemptions of stock, and- partial and complete liquida- 
tions to determine the consequences of non-qualifying separations, 
whether or not the transactions involve the distribution of what 
‘otherwise would be boot. Applying the provisions of these sections 
as written, the tax consequences to the shareholders might depend 
upon whether the separation took the form of a spin-off, a split-off, 
or a split-up. 

A non-qualifying spin-off would, of course, be taxed as a divi- 
dend to the extent of earnings and profits, as it would be a distri- 
bution not in redemption of stock and would therefore be governed 
by section 301. 


rendered (I.R.C. § 356(d) (2) (1954) ). The amount of non-qualifying property received 
in exchange for section 306 stock is treated as a distribution under section 301 (I.R.C. 
§ 356(e) (1954)). Stock of a controlled corporation acquired within five years of the 
distribution in a taxable transaction is treated as ‘‘other property’’ (I.R.C. § 356(a) 
(3) (1954)). The possible effect of section 346 on the application of the boot pro- 
visions of section 356 is discussed infra. 

11 The acquisition by one corporation of all or substantially all the assets of another 
in a transaction which meets the control requirements of section 368(a)(1)(D) is not 
a D reorganization unless the transferor distributes all its assets pursuant to section 
354(b). If it fails to qualify under section 368(a)(1)(D), it may qualify under section 
368 (a) (1) (C) despite section 368(a) (2) (A). 

12 See I.R.C. § 368(a)(2)(A) (1954); S.Rep. No. 1622, 83d Cong., 2d Sess. 274 
(1954). F 
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A non-qualifying split-off, under the literal terms of the statute, 
would be a distribution in redemption of stock, as defined in section 
317(b), which might be taxed either (1) as equivalent to a dividend 
under sections 302(d) and 301; or (2) as not equivalent to a divi- 
dend or as a disproportionate redemption or as a termination of 
the shareholder’s interest under section 302(b)(1), (2), or (3); or 
(3) as a distribution in partial liquidation as defined in section 346 
to which, by the terms of section 331(b), section 301 does not apply. 

As to a non-qualifying split-up, which involves complete liquida- 
tion of the transferor corporation, the only section which in terms 
applies at the shareholder level is section 331. It provides in sub- 
division (a) that ‘‘ Amounts distributed in complete liquidation of 
a corporation ... shall be treated as in full payment in exchange 
for the stock’’ and in subdivision (b) that ‘‘Section 301... shall not 
apply to any distribution of property in... complete liquidation.’’ 

The specific and inflexible requirements for qualification under 
section 355 will have the effect of disqualifying from tax-free treat- 
ment many corporate separations which formerly qualified under 
the broad scope of old section 112(g)(1)(D). Section 355 requires 
that a distribution, with or without the surrender by the distributee 
of stock of the distributing corporation, must meet all of the fol- 
lowing requirements in order to qualify: 

1. The distribution must be of stock or securities of a corpora- 
tion which the distributing corporation controls immediately be- 
fore the distribution. Control for this purpose means ownership of 
80 per cent of the voting stock and 80 per cent of all other classes 
of stock.” 

2. All of the stock and securities of the controlled corporation 
held by the distributing corporation must be distributed, except 
that if an amount of stock constituting control is distributed, reten- 
tion of the remaining stock or securities or both will not disqualify 
the transaction if the Commissioner is satisfied that the retention 
is not principally for the purpose of tax avoidance." 

3. The transaction must not be used principally as a device for 
the distribution of the earnings and profits of the distributing cor- 
poration or the controlled corporation, or both. A sale or exchange 
of the distributed stock or securities after the distribution, without 
other evidence of a tax avoidance plan, will not disqualify the trans- 


18 LR.C. §§ 355(a) (1) (A) and 368(¢) (1954). 
14 LR.C. § 355(a) (1) (D) (1954). 
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action if the sale or exchange is not pursuant to an arrangement 
negotiated or agreed upon prior to the distribution.” 

4. Each corporation emerging from the separation must be en- 
gaged immediately after the distribution in the active conduct of a 
trade or business or must be in control of a corporation so engaged, 
and each such trade or business must have been actively conducted 
throughout the five-year period ending on the date of distribution. 
If any such trade or business was acquired within the five-year 
period preceding distribution (or if within such period control of 
a corporation conducting such trade or business was acquired di- 
rectly or indirectly) in a taxable transaction, this would disqualify 
the transaction.*® 

It is important to note that section 355 calls for absolute com- 
pliance with all the specified requirements without any room for 
qualification of a transaction which, although not a device for the 
distribution of earnings, fails to meet each of the other specific re- 
quirements. In this respect section 355 is unlike section 346 cover- 
ing partial liquidations and section 302 covering stock redemptions. 
Section 346(b), like section 355, specifies a five-year active business 
requirement which, if met, will automatically classify a distribu- 
tion as in partial liquidation, but section 346(a) is flexible enough 
to permit transactions which do not meet this requirement also to 
qualify as partial liquidations.’ Section 302, dealing with redemp- 
tions of stock which are not to be taxed as a dividend, has the same 
flexibility : while it sets out rules of thumb under which transactions 
may automatically qualify for capital gains treatment, failure to 
comply with these rules does not necessarily result in disqualifica- 
tion.’® Section 355 has no such play; unless all its requirements, 
specific as well as general, are met, the transaction does not qualify, 
whether or not it is in fact a device for the distribution of earnings. 

The purpose of laying down precise and detailed requirements 
was to attempt to achieve an objective standard for judging the 
qualification or non-qualification of corporate separations for tax- 
free treatment. But this rigidity opens questions as to the construc- 
tion of the specific historical active business requirements and as to 
the treatment of corporate separations which fail to meet these 
specifications. There may well be some cases in which taxpayers 

15 LR.C. § 355(a) (1) (B) (1954). 

16 LR.C, §§ 355(a) (1) (C) and 355(b) (1954). 


17 LR.C. § 346(a) (2) (1954) ; Reg. See. 1.346-1(a) (1955). 
18 ILR.C. § 302(b) (5) (1954). 
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will fare better as a result of their being unable to qualify under 
section 355. 


Separations Not QuALIFYING UNDER THE ACTIVE-BUSINESS 
REQUIREMENTS 


Under the old law, corporate separations carrying through to the 
shareholder level qualified for tax-free treatment if, among other 
requirements, each continuing corporation involved was engaged 
in the active conduct of a business (or was in practical or effective 
control of a corporation so engaged) ** immediately after the trans- 
action. It was not required that the businesses should have had any 
separate status historically or that they should have been in exist- 
ence as separate businesses or as a single business for any period 
of time prior to the separation.”° 

As we have seen, section 355 adds the requirement, among others, 
that the business conducted by each corporation after the separa- 
tion must have been actively conducted throughout the preceding 
five-year period. Does it require that each separate business con- 
ducted after the separation must have been conducted as a separate 
business for the five-year period prior to the separation, or does it, 
on the other hand, permit a separation of different elements of an 
integrated business into separate parts, each of which is capable of 
being conducted as a separate business? For example, if a corpo- 
ration is engaged in manufacturing and selling machinery, and has 
been so engaged for five years, would a corporate separation of 
the manufacturing and selling operations qualify under section 
355? Section 355(b)(2) defines the active business requirements 
which both the new manufacturing and selling corporations would 
have to meet. But all that section 355(b) (2) says on this subject is 
that ‘‘a corporation shall be treated as engaged in the active con- 
duct of a trade or business if and only if... it is engaged in the 
active conduct of a trade or business... [and]... such trade or 
business has been actively conducted throughout the 5-year period 
ending on the date of the distribution.’’ The Regulations, in con- 
struing this language, say that it ‘‘does not apply to the division 
of a single business.’’*1 Example 11 in the Regulations,” which 
deals with the separation of selling from manufacturing activities, 
says that ‘‘since the manufacturing and selling operations consti- 


19 Reg. 118, Sec. 39.112(b) (11)-2(b). 

20 I.R.C. § 112(b) (11) (1939) ; see Heatley Green, 1 TCM 297 (1942). 
21 Reg. Sec. 1.355-1(a) (1955). 

22 Reg. Sec. 1.355-1(d) (11) (1955). 
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tute only one integrated business,’’ neither of the two corporations 
after the separation ‘‘will be continuing the active conduct of a 
trade or business formerly conducted by’’ the corporation before 
the separation. The Regulations ** define a trade or business as con- 
sisting of ‘‘a specific existing group of activities being carried on 
for the purpose of earning income or profit from only such group 
of activities, and the activities included in such group must include 
every operation which forms a part of, or a step in, the process of 
earning income or profit from such group.’ ** 

The language of the statute does not appear to require so strict 
a construction,” nor does it appear to be justified in view of results 
which may flow from it. As we shall see, this construction as well 
as the application of the rigid five-year rule would seem, in some 
cases at least, to run counter to the basic philosophy of the non- 
recognition of gain or loss with respect to corporate separations 
which are not tax avoidance devices but are based upon business 
needs, and in which the corporate assets remain in solution with 
the required measure of continuing shareholder interest in the busi- 
nesses. The Regulations quite properly require the existence of 
business purpose and continuity of interest as conditions for quali- 
fication under section 355.7° But a transaction which meets these 


23 Reg. Sec. 1.355-1(¢) (1955). 

24 The Regulations are silent on the question whether an element, such as selling, in 
a manufacturing and selling business or the ownership of a factory leased to the corpo- 
ration carrying on the manufacturing business, is considered a separate business if it has 
been separately incorporated as a subsidiary for a period of five years. The Commis- 
sioner may be satisfied in such a case by a showing of nothing more than separate incor- 
poration for a five-year period, but it is not at all clear whether he will be. This serves 
to emphasize the tenuous nature of the distinctions that have to be drawn under the 
strict construction set forth in the Regulations. 

25 The Committee Reports contain language which might be cited as supporting a 
requirement that two or more separate businesses must have existed prior to a partial 
liquidation under section 346 and a corporate separation under section 355. S.Rep. No. 
1622, supra note 12, at 49, 51, 262; H.R. Rep. No. 2543, 83d Cong., 2d Sess. 37-38 
(1954). But when read in context, these statements do not necessarily exclude the 
separation of a business into its divisible active components. 

26 The Regulations state that a distribution will not qualify under section 355 ‘‘ where 
carried out for purposes not germane to the business of the corporations,’’ in order to 
limit section 355 to those distributions or exchanges ‘‘incident to such readjustment of 
corporate structures as is required by business exigencies and which, in general, effect 
only a readjustment of continuing interests in property under modified corporate 
forms.’’ The section ‘‘contemplates a continuity of interest in all or part of such busi- 
ness enterprise on the part of those persons who, directly or indirectly, were the 
owners of the enterprise prior to the distribution or exchange. All the requisites of 
business and corporate purposes described under § 1.368 must be met to exempt a 
transaction from the recognition of gain or loss under this section.’’ Reg. Sec. 1.355-2 
(¢) (1955). 
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requirements should not be disqualified under section 355 for failure 
to meet arbitrary rules of thumb which were designed for the pur- 
pose of implementing the policy out of which these basic require- 
ments arose. 

Let us see how these rules of thumb work. Suppose, for example, 
that the individual shareholders of the corporation which has been 
described as engaged in manufacturing and selling machinery (a 
business which may or may not have been operating for five years) 
decide, for good business reasons, to split the corporation into two 
new corporations, one of which will be a manufacturing company 
and the other a distributing company, and that pursuant to such 
a plan the old corporation is dissolved and the shareholders receive 
all the stock of each of the two new corporations as a distribution 
in complete liquidation of the old corporation. Suppose, also, that 
the old corporation had substantial accumulated earnings and 
profits. 

Under the old law, as a legitimate corporate separation this 
would have been a tax-free split-up qualifying as a reorganization 
under section 112(g)(1)(D), with no gain or loss recognized at 
either the corporate or shareholder level. Each of the two new cor- 
porations would take a pro rata share of the earnings and profits 
of the old corporation.” These are the proper results for this type 
of transaction. 

The results under the new law appear to be quite different. As 
under the old law, at the corporate level the transactions between 
the old corporation and each of the two new corporations would 
seem to qualify for tax-free treatment under section 351, and the 
new corporations would succeed to the bases of the assets acquired 
by them from the old corporation.** This, however, is the only simi- 
larity between the results under the new law and under the old law. 

Under the new law the transaction will not be regarded as quali- 
fying under section 355, either because the selling element of the 
business was not a separate business when conducted by the old 
corporation or because the business was not conducted for five 
years; nor will the transaction qualify under the reorganization 
definition in section 368(a)(1)(D), which makes qualification under 





27 Stella K. Mandel, 5 T.C. 684 (1945); Estate of Howard T. McClintic, 47 B.T.A. 
188 (1942) ; Barnes v. United States, 22 F.Supp. 282 (E.D. Pa. 1938). 

28 The distribution in complete liquidation of the old corporation of the stock of the 
new corporations does not disqualify the transfers from tax-free treatment under section 
351, in view of the new rule prescribed by section 351(¢) which makes it immaterial 
to the control question whether or not the transferor distributes the stock of the trans- 
feree. See S.REp. No. 1622, supra note 12, at 265. 
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section 355 a necessary condition. As a result, the earnings and 
profits of the old corporation will not be allocated to either of the 
two new corporations. The Code provides in section 312(i) for allo- 
cation of earnings and profits only in corporate separations which 
qualify under section 355; it is silent as to the allocation of earn- 
ings and profits in transactions covered by section 351. However, 
the Regulations fill this gap by providing that no allocation of 
earnings and profits shall be made between the transferor and 
transferee corporations in a section 351 transaction, subject to two 
limited exceptions which would not apply in the case under con- 
sideration. Section 1.312-11(a)(1) of the Regulations provides: ”® 

If property is transferred by one corporation to another corporation within 
the provisions of section 351, no allocation of earnings and profits shall be 
made between the transferor and transferee by reason of such transfer. The 
preceding sentence may not apply when such transfer immediately follows 
or immediately precedes either a reorganization under section 368 or a liqui- 
dation under section 332 to which section 334(b)(2) does not apply. See 
§ 1.312-10 for allocation of earnings and profits upon the distribution of the 
stock of a controlled corporation in a transaction subject to section 355 or so 
much of section 356 as relates to section 355. 


Under this Regulation it seems that the earnings and profits of the 
old corporation will not be allocated to the new corporations and 
will pass out to the shareholders in complete liquidation of the old 
corporation, for the transaction involves neither a reorganization 
under section 368 nor a tax-free liquidation of a subsidiary gov- 
erned by section 332, but rather a taxable transaction. 

Since the transaction does not qualify under section 355, the com- 
plete liquidation provisions of section 331 become applicable to the 
liquidation of the old corporation. Under section 331(a) distribu- 
tions in complete liquidation are ‘‘treated as in full payment in 
exchange for the stock’’ and section 331(b) provides that section 
301 ‘‘shall not apply to any distribution of property in partial or 


29 The Regulation gives the following example: 


‘*Corporation A transfers half of its assets subject to half of its liabilities to Corpo- 
ration B in exchange for all of its stock. Such stock is not distributed by Corporation A. 
The transaction is not followed or preceded by a reorganization or a liquidation. No 
allocation of earnings and profits from Corporation A to Corporation B shall be made.’’ 
The statement in the example that ‘‘The transaction is not followed or preceded by a 
reorganization or a liquidation.’’ should be read as referring to a reorganization under 
section 368 or a liquidation under section 332 in accordance with the Regulation which 
it illustrates and should not be read as casting doubt upon non-allocation of earnings 
and profits where the transferor corporation is liquidated. In view of the reference in the 
Regulation to allocation of earnings and profits where the transaction qualifies under 
section 355, the Regulation should be read as prescribing no exception to the general rule 
of non-allocation where the transaction does not qualify under section 355. 











24 TAX LAW REVIEW [Vol. 12: 


complete liquidation.’’ Thus, in a legitimate split-up which does not 
qualify under section 355, the corporate earnings and profits are 
withdrawn and the gain or loss, if any, to the shareholder is a 
capital gain or loss. 

It should not be overlooked that in the non-qualifying area the 
technical differences between the spin-off, the split-off, and the 
split-up may be important. Of course, no taxpayer who seeks capi- 
tal gains treatment would execute a non-qualifying separation as 
a spin-off, for the distribution of the spun-off stock would clearly 
be taxed under section 301. But a split-off would not be taxed under 
section 301 if it qualified as a disproportionate redemption, a ter- 
mination of the shareholder’s interest, or a distribution in partial 
liquidation. And a split-up has merely to qualify as a distribution 
in complete liquidation to avoid taxation under section 301. 

The sweeping argument might be made that as section 355 was 
enacted to guard against the use of corporate separations to con- 
vert dividend income into capital gain, any separation which fails 
to qualify for the favored treatment under that section should auto- 
matically be regarded as a device to accomplish that purpose and 
should be treated as effecting a distribution of earnings and profits 
to the shareholders taxable as a dividend under section 301. The 
argument would run that a spin-off which does not qualify under 
section 355 is clearly taxable under section 301 by the terms of the 
statute, and since a split-off or a split-up has the same economic 
effect as a spin-off, although different in legal form and in its tech- 
nical consequences, it should be taxed as if it were a spin-off if it 
fails to qualify under section 355. 

This kind of general argument, applicable to all non-qualifying 
separations, including those which are not devices, finds no support 
or justification in the language of the statute or the Committee 
Reports or the Regulations. As we have seen, the statute does not 
treat even qualifying separations uniformly in all respects.*® As a 
general proposition, in separations which are carried out for good 
business reasons, it would seem to be quite improper for the courts 
to override the explicit language of section 331 or section 346, cov- 
ering complete and partial liquidations, by reading into section 
355 a clause to the effect that all non-qualifying corporate separa- 
tions are taxable at the shareholder level under section 301, or by 
reading into section 331 or section 302(b) a clause to the effect that 
such sections do not apply to a complete or partial liquidation or 


30 Compare I.R.C. § 356(a) (1954) with I.R.C. § 356(b). 
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a redemption carried out in connection with a corporate separation 
which does not qualify under section 355. 

Within limits, the courts have permitted taxpayers to choose be- 
tween different tax consequences by arranging their transactions 
to meet one statutory provision to the exclusion of another.** The 
rigidity of section 355 creates, perhaps unintentionally, an area on 
the non-qualifying side in which shareholders may have the bene- 
fit of capital gains rates with respect to corporate earnings and 
profits which under the old law were taxed as ordinary income when 
distributed. 

The House managers, in commenting on the Report of the Con- 
ference Committee, may or may not have been aware of the range 
of problems which might arise out of defining a D reorganization 
as requiring qualification under section 355. They said: *° 


The House bill in section 357 contained a provision dealing with a device 
whereby it has been attempted to withdraw corporate earnings at capital 
gains rates by distributing all the assets of a corporation in complete liqui- 
dation and promptly reincorporating the business assets. This provision 
gave rise to certain technical problems and it has not been retained in the 
bill as recommended by the accompanying conference report. It is the belief 
of the managers on the part of the House that, at the present time, the possi- 
bility of tax avoidance in this area is not sufficiently serious to require a 
special statutory provision. It is believed that this possibility can appro- 
priately be disposed of by judicial decision or by regulation within the 
framework of the other provisions of the bill. 


This is a rather large order, for the area of doubt is much 
broader than that mentioned. The Treasury evidently had some 
difficulties in dealing with it in the preparation of the Regulations, 
for the Regulations contain some rather cryptic provisions. 

Section 1.331-1(c) of the Regulations provides: 

A liquidation which is followed by a transfer to another corporation of 
all or a part of the assets of the liquidating corporation or which is preceded 
by such a transfer may, however, have the effect of the distribution of a 


dividend or of a transaction in which no loss is recognized and gain is recog- 
nized only to the extent of ‘‘other property.’’ See sections 301 and 356. 


To the extent that this Regulation refers to transactions gov- 
erned by section 356, it has no application to a corporate separation 
which fails to qualify under section 355. The reference to section 


31 Compare United States v. Cumberland Public Service Co., 338 U.S. 451 (1950), with 
Comm’r vy. Court Holding Co., 324 U.S. 331 (1945) ; see Comm’r v. Day & Zimmermann, 
Ine., 151 F.2d 517 (3d Cir. 1945); Aveo Manufacturing Corporation, 25 T.C. No. 111 
(1956) ; Austin Transit, Inc., 20 T.C. 849 (1953). 

82 H.R. Rep. No. 2543, 83d Cong., 2d Sess. 41 (1954). 











26 TAX LAW REVIEW [Vol. 12: 


301 probably is intended to refer to section 1.301-1(1) of the Regu- 
lations, which provides: 

(1) Transactions treated as distributions.—A distribution to shareholders 
with respect to their stock is within the terms of section 301 although it 
takes place at the same time as another transaction if the distribution is in 
substance a separate transaction whether or not connected in a formal sense. 
This is most likely to occur in the case of a recapitalization, a reincorpo- 
ration, or a merger of a corporation with a newly organized corporation 
having substantially no property. For example, if a corporation having 
only common stock outstanding, exchanges one share of newly issued com- 
mon stock and one bond in the principal amount of $10 for each share of 
outstanding common stock, the distribution of the bonds will be a distribu- 
tion of property (to the extent of their fair market value) to which section 
301 applies, even though the exchange of common stock for common stock 
may be pursuant to a plan of reorganization under the terms of section 
368(a)(1)(E) (recapitalization) and even though the exchange of common 
stock for common stock may be tax free by virtue of section 354. 


The example given is substantially the Bazley ** case, which indi- 
cates that the Commissioner proposes to rely upon that case, what- 
ever the result of applying the explicit provisions of the Code to 
the form of the transaction,” in giving effect to what he regards as 
the substance of the transaction if the form is no more, or little 
more, than an attempt to pass off a dividend distribution as part 
of a distribution in complete liquidation or as a stock redemption, 
which would bear more favorable tax consequences. 

It is not to be expected that in non-qualifying separations either 
the Treasury or the courts will regard the mere use of the form of 
a complete or partial liquidation as an ‘‘open sesame’’ to capital 
gains treatment. For example, the use of these forms to separate 
from an active business excess cash and investment securities aris- 
ing from the accumulation of earnings may be treated as in sub- 
stance a dividend taxable under section 301. It will be interesting 
in this connection to see how far the courts will go in applying the 
Bazley case. On the other hand, if no boot is involved, a non-quali- 
fying split-up, for good business reasons, of a single corporate busi- 
ness into two active business corporations, or a non-qualifying 
split-up, for good business reasons, of two active businesses, should 
not be taxed as a dividend.®* Between these extremes there will be 


38 Bazley v. Comm’r, 331 U.S. 737 (1947). 

84 Reg. Sec. 1.356-1(e) (1956) states: ‘‘See § 1.301-1(1) for certain transactions 
which are not within the scope of section 356.’’ 

85 If these transactions should take the form of a spin-off (or of a split-off not 
qualifying for capital gains treatment as a redemption under section 302 or as a partial 
liquidation under sections 331 and 346), dividend treatment would be required by the 
language of the statute. 
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many factual situations, particularly those involving boot, in which 
the Treasury and the courts will have much more difficulty than 
was indicated in the quoted statement of the managers on the part 
of the House. 

In the case under consideration—the separation of manufactur- 
ing from selling—if the Commissioner recognized the manufactur- 
ing and selling elements as separate businesses when carried on in 
one corporation, or if section 355 did not contain the five-year re- 
quirement, or if section 355 permitted the transaction to qualify on 
the ground that it was not a tax avoidance device though not meet- 
ing the five-year separate business requirement, the result of the 
separation, as under the old law, would be a non-taxable exchange 
at the shareholder level on the liquidation of the old corporation 
and an allocation of the old corporation’s earnings and profits be- 
tween the two new corporations. As it is, the failure of the trans- 
action to qualify for this treatment results in the withdrawal of the 
earnings and profits from the corporation and the payment of a 
capital gains tax by the shareholders on the difference between the 
value of the stocks in the new corporations received by them and 
the basis of their stock in the old corporation. A high basis for the 
old stock, resulting from a recent purchase, inheritance of the stock, 
or other reasons, might result in recognition of only a small gain 
or no gain, or even a loss, and the new corporations will have been 
launched without any historical earnings and profits. These are 
consequences that ought not to flow from a corporate separation 
in which all the assets remain in corporate solution committed to 
the continuance of active businesses, with the required measure of 
continuity of interest in the shareholders. This serves to emphasize 
the unsoundness of making sharp differences in tax treatment turn 
entirely on arbitrary distinctions, such as whether or not a business 
is five years old or whether manufacturing and selling are two busi- 
nesses or one, without regard to whether or not the transaction is 
in fact a device for tax avoidance.*® 

The question may well be asked whether the purposes of section 


86 Since section 346 permits a partial liquidation in connection with a legitimate con- 
traction of the corporate business, it would seem appropriate to include within the scope 
of qualifying corporate separations the separation of an element of a business which, 
if sold, would result in a true contraction of the business, This would probably not 
include, for example, the corporate separation of a factory from a manufacturing busi- 
ness where the corporation continuing the manufacturing business is assured of the 
continued use by it of the factory under a lease made with the corporation which 
acquired the factory’ (cf. Rev. Rul. 56-266, 1956 Int. Rev. Buu. No. 25, at 15; Rev. 
Rul. 56-287, 1956 Int. Rev. Buti. No. 26, at 60); but it should include the separation 
of one existing active element of a business from another. : 
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355 would not be better served by eliminating the five-year require- 
ment and substituting the simple requirement that each corporation 
involved in the separation must be engaged in the active conduct of 
a trade or business immediately after the separation and must in- 
tend to continue the active conduct of such trade or business. This 
requirement, coupled with the general requirement that the trans- 
action must not be used ‘‘principally as a device for the distribu- 
tion of earnings and profits,’’ and possibly the requirement that 
the business must not have been acquired in a taxable transaction 
within five years, would seem to be a sufficient safeguard against 
the withdrawal of earnings and profits at capital gains rates. In 
any event, section 355 should be made flexible enough to cover a 
separation which meets the business-purpose and continuity-of- 
interest tests and is not a device for the distribution of earn- 
ings, even though it may fail to meet the historical active-business 
requirements. 


Boot 1n REINCORPORATIONS AND SEPARATIONS 


Under the old law section 112(g)(1)(D) was the means through 
which the courts held that the distribution of excess cash and 
marketable securities in connection with reincorporations, split- 
ups, and split-offs was boot taxable as a dividend under section 
112(c)(2); they held that the transactions were governed by sec- 
tion 112 rather than by the complete or partial liquidation provi- 
sions of section 115.** Section 368(a)(1)(D) is now available to 
serve the same purpose, but the change in the definition narrows 
the scope of its operation in this class of cases. 

A transfer by one corporation of substantially all its assets to a 
new corporation in exchange for stock of the new corporation con- 
stituting at least 80 per cent control, followed by a distribution 
in complete liquidation in which the transferor corporation dis- 
tributes the retained assets along with the stock of the new cor- 
poration, is a reorganization qualifying under the terms of sections 
368(a)(1)(D) and 354(b). The decisions under the old law, hold- 
ing that in D reorganizations the business-purpose requirement is 
considered satisfied merely by the continuance of the new corpora- 
tion as a going business and that the distribution of the retained 
assets is a distribution of boot taxable as a dividend to the extent 
of the gain and to the extent of the distributee’s ratable share of 


87 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945); Becher v. Comm’r, 221 F.2d 
252 (2d Cir. 1955); Liddon v. Comm’r, 230 F.2d 304 (6th Cir. 1956); cf. Estate of 
Elise W. Hill, 10 T.C. 1090 (1948). 
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the earnings and profits of the transferor, would be applicable also 
under the new law.** But the new D reorganization definition is not 
available as a means of reaching this result if the transferee cor- 
poration acquires less than substantially all the assets of the trans- 
feror and if the transaction does not qualify under section 355. 
This is because a D reorganization does not occur in such a case 
unless the transaction qualifies under section 355. 

Suppose the split-up into two new corporations of separate busi- 
nesses which have been operated for less than five years, and the 
distribution to the shareholders of excess cash along with the stocks 
of the two new corporations. As we have seen, section 368(a)(1)(D) 
is inapplicable and the entire distribution in liquidation falls within 
none except the complete liquidation provisions of section 331 
which exclude dividend treatment by expressly negativing the ap- 
plication of section 301. As section 356 is inapplicable, capital gains 
treatment to the shareholders as to the entire gain on the liquida- 
tion seems to be indicated by the language of the new Code. In con- 
trast, under the old law the transaction would have been a reorgan- 
ization with the boot taxed as a dividend to the extent of the gain.” 

If we assume a legitimate business purpose for the corporate 
separation, it is difficult to see why the courts should be disposed 
to ignore section 331. The case which has been posed would not be 
like the Bazley case, in which the whole purpose of the recapitaliza- 
tion of common stock into common stock and debentures was to 
draw off earnings in the form of debentures readily convertible 
into cash. On the other hand, if the transaction were set up in 
the form of a corporate separation in order to fit section 331, but 
with no other substantial economic significance, the courts might 
be tempted to treat it as two transactions, 7.e., (1) a dividend of 
the excess cash and (2) an exchange of the old stock for the new 
in liquidation of the old corporation. This may be one of the types 
of case in which the Treasury may attempt to apply the statement 
in section 1.301-1(1) of the Regulations that ‘‘A distribution to 
shareholders with respect to their stock is within the terms of sec- 
tion 301 although it takes place at the same time as another trans- 


88 Love v. Comm’r, 113 F.2d 236 (3d Cir. 1940); Lewis v. Comm’r, 176 F.2d 646 
(1st Cir. 1949) ; cf. Survaunt v. Comm’r, 162 F.2d 753 (8th Cir. 1947); see cases cited 
note 37 supra. But see Reg. Sees. 1.301-1(1), 1.831-1(¢), and 1.356-1(e) (1955), which 
indicate circumstances in which the Commissioner might seek to tax the distribution of 
the retained assets as a dividend under section 301 without the limitations of section 
356 (a) (2). 

39 Heatley Green, 1 TCM 297 (1942); Ethel K. Lesser, 26 T.C. No. 37 (1956). 
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action if the distribution is in substance a separate transaction 
whether or not connected in a formal sense.’’ 

The change in the definition of the D reorganization may also 
result in a change in the treatment of boot in cases like the Lewis *° 
case. There a corporation was engaged in three separate businesses. 
Two of the businesses were sold for cash and marketable securities. 
The third was offered for sale, but as a satisfactory bid was not ob- 
tained the assets pertinent to the remaining business, including 
$90,000 of cash, were transferred to a new corporation in exchange 
for stock. The old corporation promptly adopted a plan of complete 
liquidation and distributed to its shareholders the stock of the new 
corporation (which had a net worth of $156,000) and all of the old 
corporation’s remaining assets, consisting of cash and marketable 
securities having a market value of $345,000. The shareholders of 
the old corporation treated their gain on liquidation as capital gain. 
The Commissioner contended that the transaction in its entirety 
was a D reorganization, and that the cash and marketable securi- 
ties were taxable as a dividend under section 112(c)(2) to the ex- 
tent of the gain, which amounted to $66,000. The Commissioner was 
sustained. 

Under the new Code capital gains treatment for the entire gain 
realized on the liquidation is clearly indicated. The transaction 
would not be a D reorganization, for only one corporate business 
survived, thus disqualifying the transaction under section 355. As 
the assets transferred to the new corporation amounted to only 
30 per cent of the total assets, there would be no ground for hold- 
ing that the new corporation acquired substantially all the assets 
of the old, thus disqualifying the transaction under section 354(b) 
and from treatment as a D reorganization as well as a C reorgani- 
zation. Since neither section 354 nor section 355 would apply, the 
boot provisions of section 356 would also be inapplicable. The com- 
plete liquidation provisions of section 331 would therefore apply 
to produce capital gains treatment. 

The Commissioner probably could not succeed, in any event, in 
applying section 301 to the distribution of cash and marketable 
securities, because if there had been no transfer to a new corpora- 
tion, a distribution of the proceeds of liquidation of the two busi- 
nesses which were sold, if made in cancellation of a part of the 
stock of the corporation, would probably have qualified as a partial 
liquidation resulting from a contraction of the business under sec- 


40 Lewis v. Comm’r, 6 T.C. 455 (1946), remanded, 160 F.2d 839 (1st Cir. 1947), on 
remand, 10 T.C. 1080 (1948), aff’d, 176 F.2d 646 (1st Cir. 1949). 
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tion 346 and would therefore have been eligible for treatment as an 
exchange in partial liquidation under section 331." 

But suppose that in a case like the Lewis case all three of the 
separate businesses had been operated for five years, only one of 
the three had been sold and the other two separated into two new 
corporations, and the proceeds of sale were distributed to the share- 
holders along with the new stock. This would be a corporate separa- 
tion qualifying under section 355. How would the distribution of 
the proceeds of sale be taxed to the shareholders? 

Since the transaction would qualify under section 355, the boot 
provision of section 356(a)(2) would be applicable if, as therein 
provided, the transaction ‘‘has the effect of the distribution of a 
dividend.’’ If the courts follow the broad language of the Bed- 
ford * case, under which all distributions of boot in reorganiza- 
tion were swept into the ordinary income category under section 
112(c)(2) of the old law,* dividend treatment would result. This 
seems to be the Commissioner’s view, for section 1.346-1(a) of the 
Regulations provides that ‘‘A distribution to which section 355 
applies (or so much of section 356 as relates to section 355) is not 
a distribution in partial liquidation within the meaning of section 
346(a).’’ This Regulation assumes that the old cases holding old 
section 112(c) (2) applicable to the exclusion of the partial liquida- 
tion provisions would be applied in construing section 356(a) (2) 
in the same way. But the broad language of the Bedford case may 
well bear reexamination “* as applied to section 356 of the new Code, 
in the light of the articulate expression in section 346 of what ap- 
pears to be a legislative policy to treat distributions in redemption 
of stock arising out of a true contraction of the business as capital 
gain rather than as ordinary income. 


ConcLuUsION 


The line which section 355 draws between corporate separations 
that qualify and those that do not is a good illustration of the in- 
adequacy of a taxing statute which is over-specific and inflexible. 
While rules of thumb are convenient measures for administrative 


41 It is assumed for purposes of discussion that the five-year active-business require- 
ments of section 346(b) had been met, but even if they were not, the distribution might 
have been eligible for partial liquidation treatment under section 346(a) (2). 

42 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). 

43 See cases cited notes 37 and 38 supra. 

44 See Darrell, The Scope of Commissioner v. Bedford Estate, 24 Taxes 266 (1946) ; 
Wittenstein, Boot Distributions and Section 112(c)(2): A Reexamination, 8 Tax L. REv. 
63 (1952). . 
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officials and taxpayers, they should not entirely displace standards 
under which the administrative officials and the courts have enough 
room to carry into effect the underlying legislative policy. Section 
355 seems to be deficient in failing to qualify a separation which 
meets the business-purpose and continuity-of-interest tests and 
which is not principally a tax avoidance device, even though it does 
not meet the rigid requirements of the historical active-business 
test. 

Under the existing rules, this area of the non-qualifying side of 
section 355 is an area of doubt. While on the qualifying side, in 
transactions not involving boot, split-ups, split-offs, and spin-offs 
will have the same tax consequences, on the non-qualifying side 
the technical differences between these types of transactions will 
continue to be significant, as it is unlikely that the courts will rele- 
gate all non-qualifying separations to the dividend category. Boot 
in non-qualifying separations will be tested under different sec- 
tions, and with different tax consequences, from boot in qualifying 
separations, for section 356 applies only to qualifying separations. 
There may, therefore, be cases of legitimate corporate separations 
which fall short of meeting the rigid historical active-business 
tests, where the shareholders will be taxed when they should not be, 
and cases in which earnings and profits may be withdrawn at cap- 
ital gains rates when they should be made to bear the burden of 
ordinary income rates. The results in these cases will be fortuitous 
rather than consistent with sound legislative policy unless section 
355 is made flexible enough to qualify separations which meet the 
basic legislative purpose but fail to meet the specific historical 
active-business tests. 
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STANTON D. ROSENBAUM 


Jack BENNY 


M.. BENNY can now afford to trade off his Maxwell and to in- 
crease the wages of Rochester. As a result of his recent Tax Court 
case, Mr. Benny netted one million seventeen thousand dollars.’ 
The Court ruled that his sale of stock in Amusement Enterprises 
Ine., which produces the Jack Benny show, was, in its entirety, to 
be treated as capital gains. The Commissioner unsuccessfully urged 
that at least part—$2,054,000—was in payment for Benny’s per- 
sonal services. The Court held that on the facts presented no sale 
of personal services was involved. 





THe Facts 


In 1944 Benny and American Tobacco Company entered into a 
three-year contract. Benny was to furnish a ‘‘ package’’ radio show, 
the services of Mary Livingston, Jack’s wife, a male vocalist, an- 
nouncer, orchestra leader, script material, and everything neces- 
sary for a complete radio show. Twenty-two thousand dollars per 
week was the consideration plus a $200,000 ‘‘exploitation’’ account 
for guest stars. Benny was required to obtain agreements from the 
permanent members of the cast not to appear on any other show 
without his consent, and Benny agreed not to give his consent to 
their appearance on any show sponsored by another Tobacco Com- 
pany. American Tobacco bought air time (7-7:30 p.m. E.8.T. Sun- 
day) from National Broadcasting Company.* 

Benny was netting less than $10,000 per week and became dis- 


Sranton D. RosensBaum (B.8.L., 1951, and LL.B., 1953, University of Denver; LL.M., 
1956, New York University School of Law) is a member of the Colorado Bar and the 
firm of Rosenbaum, Goldberg, Rosenbaum & Miller, Denver, Colorado. 

1 Two million two hundred and sixty thousand dollars was paid for the stock. Benny 
owned 60 per cent of the stock and received $1,356,000. The maximum of 25 per cent 
under section 117 (¢) (2) (1939) made his tax liability $339,000. 

2 Jack Benny, 25 T.C. 197 (1955). 

3 This specific air time had been assigned voluntarily by NBC in 1941 exclusively to 
Benny. Benny’s right to this time was recognized in his contract with American Tobacco 
Co. f 
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satisfied with the 1944 contract. In 1946 he hired a new agent, 
Music Corporation of America, Artists Ltd. (MCA). In January, 
1947 Amusement Enterprises Inc. was born under the corporation 
laws of California. The purpose of Amusement Enterprises was 
to produce the Benny show, relieving Benny ‘‘from a great deal of 
management activities’’ and to afford him a ‘‘vehicle for engaging 
in many phases of the entertainment industry which would pro- 
vide him a continuing business interest in the event of his retire- 
ment as an entertainer.’’* Ten thousand shares of Amusement 
Enterprises stock were authorized, but only 5,000 were issued at 
$10 per share: Benny, who held no office—3,000 shares; Myrt T. 
Blum, Benny’s business manager, who was president and a direc- 
tor—1,500 shares; Sylvan Oestreicher, an accountant and tax ex- 
pert employed by a New York law firm, who was vice-president 
and a director—250 shares; and Loyd Wright, Benny’s attorney, 
who was secretary and a director—250 shares. 

In March, 1947 Amusement Enterprises entered into a contract 
with American Tobacco Company to produce the same type of 
Benny program then being produced, excepting, however, the serv- 
ices of Benny. Amusement Enterprises received $27,500 per week 
and the contract was to run, if all options were exercised, a total 
of seven years. American Tobacco Company agreed to supply the 
star of its current show, Jack Benny. In the event American To- 
bacco Company’s contract with Benny terminated, it had an option 
to terminate its contract with Amusement Enterprises by giving 
17 days’ notice and paying a penalty of $75,000. 

At the same time, March, 1947, Jack Benny and American To- 
bacco Company entered into a contract providing for Benny’s per- 
sonal services to American Tobacco Company. With all options 
exercised the term of the contract was seven years at $10,000 per 
show. Benny was given a power to veto any change in network, 
day, or hour of the current program. 

In July, 1947 American Tobacco Company purchased air time 
(7-7 :30 p.m. Sunday) from the National Broadcasting Company. 
The contract had several renewal periods, the fourth being the one 
with which we are concerned. It expired December 28, 1948, and the 
option to renew had to be exercised by November 28, 1948. 

In September, 1948 Music Corporation of America began nego- 
tiations to sell all the stock in Amusement Enterprises Inc. to 
Columbia Broadcasting System. On November 15, 1948 Columbia 
Broadcasting purchased all the stock in Amusement Enterprises 


4 Jack Benny, supra note 2, at 201. 
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Ine. for $2,260,000. On November 24, 1948 American Tobacco Com- 
pany switched the Benny program from NBC to CBS. 


Tue Masoriry ® 


The majority of the Tax Court ruled that this was a sale of stock 
in the Corporation producing the Benny show, and no part of the 
sale was to purchase Benny’s services. The Court pointed out that 
Benny had taken no part in all the negotiations.® At one time the 
stock was offered to NBC. When the President of NBC said they 
would not buy without being assured that Benny came along with 
the deal, ‘‘Loyd Wright threatened to end negotiations immedi- 
ately if petitioner’s services were to be the subject of discussions 
incident to the sale of the stock.’’* The Court found that Benny 
was under separate contract with American Tobacco Company; 
that Benny never indicated he would refrain from exercising his 
veto power in the event of a switch from NBC; that the amount 
paid for the stock was essentially equivalent to its fair market 
value; and that CBS was just taking a calculated risk that if they 
bought Amusement Enterprises’ stock they could persuade Ameri- 
can Tobacco Company to switch to CBS and Benny would not exer- 
cise his veto. 


Tue Dissent *® 


The dissent felt that Benny did not prove the value of Amuse- 
ment Enterprises’ stock to be $2,260,000; that on the state of the 
contracts existing at the time of the sale the stock was worth only 
$420,000; and that even if the Court could presume that all the 
options would be exercised, the maximum value of the stock would 
then be only $729,260, leaving a balance of $1,530,740.° This balance, 


5 Judge Rice wrote the majority opinion; Judge Withey concurred in the result; Judge 
Atkins did not participate. 

6 Mr. Wright carried on the negotiations on behalf of the shareholders. 

7 Jack Benny, supra note 2, at 209. 

8 Judges Opper, Pierce, and Harron dissented, Judge Harron writing the dissenting 
opinion. 

9 This result was reached as follows. At the time of the stock sale the contract between 
American Tobacco and Benny had only 30 more weeks to run prior to renewal. Amuse- 
ment Enterprises Inc. was netting approximately $4,418 per week after taxes from this 
contract. Four thousand four hundred eighteen dollars for 30 weeks equalled $132,540, 
plus $75,000 penalty if American Tobacco cancelled its contract with Amusement Enter- 
prises Inc., plus $205,742.12 net worth of Amusement Enterprises Inc. as shown on its 
balance sheet of September 30, 1948 (the contract with American Tobacco was not 
shown as an asset) equalled $413,282. If all options could be presumed to be exercised 
in the future, the term of the Amusement Enterprises Inc.-American Tobacco contract 
would be an additional 70 weeks at $4,418 per week, equalling $309,260, or a grand total 
of $729,260. ; 
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the dissent felt, should be attributable to personal services of 
Benny. The dissent also pointed out that the sale occurred just 
13 days prior to the time American Tobacco Company had to renew 
its contract for air time with NBC. ‘‘ Eleven days after CBS bought 
the Amusement stock, American signed a broadcast contract with 
CBS... .’’?° Judge Harron felt Benny was not a disinterested 
party, as the majority indicated. She pointed out that when nego- 
tiations for the sale of Amusement Enterprises stock to NBC had 
broken off, Benny personally called William Paley, Board Chair- 
man of CBS ‘‘and told Paley ‘that Amusement’s stock was still 
available.’ It is not plausible that petitioner in his subjective think- 
ing would ‘fool’ Paley about practicalities.’’ “ 


CoMMENTS 

It would seem a bit incongruous to have the Jack Benny program 
produced by CBS on the NBC network. Yet that is the result seem- 
ingly reached under the Court’s reasoning that CBS was just buy- 
ing stock in Amusement Enterprises Inc. with a calculated risk 
that it would procure Benny. It seems a bit naive to believe that 
Benny might exercise his veto of any switch to CBS when CBS was 
kind enough to purchase his stock for two million dollars and NBC 
declined. Moreover, Benny’s wife, Mary Livingston, was under con- 
tract to CBS by virtue of its ownership of Amusement Enterprises 
stock. Why would Benny not switch to CBS with Mary? American 
Tobacco Company too, it would seem, would be inclined to switch 
to CBS. If, in fact, Amusement Enterprises Inc. was the bona fide 
producer of the Benny show, the quality of the show might decline 
considerably had CBS been forced to produce the show on NBC. 

The ‘‘caleulated risk’’ referred to by the Court seems to be one 
risky enough to avoid treatment as a sale of personal services but 
still sure enough of obtaining Benny’s services. The effect of such 
a calculated risk on the shareholders of CBS does not seem to have 
been contemplated by the Court. It is doubtful if management could 
take much of a risk without incurring legal action by the share- 
holders, especially a risk involving two million dollars. 

The majority opinion points out that during the period in ques- 
tion CBS was engaged in an intensive campaign to buy talent and 
in turn sell the talent to the sponsor. An example given was the 
Amos ’n’ Andy sale to CBS." With CBS’ campaign of buying 


10 Jack Benny, supra note 2, at 215. 

11 [bid. 

12 For a complete discussion of the tax aspects of the Amos ’n’ Andy sale, see Mintz, 
Entertainers and the Capital Gains Tax, 4 Tax L. REv. 275. 
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talent in mind, it is difficult to feel it was not following through 
with the plan and in effect buying Benny. 

The Court seemed to recognize this difficulty and grasped at any 
fact to gather up enough of them to sustain the transaction. In its 
Findings of Fact the Court pointed out that Music Corporation of 
America and its ‘‘affiliated corporations are considered the largest 
firm in the agency business.’’ 1* The fact that Mr. Benny has as his 
agent the largest firm in the agency business seems of little im- 
port to the essential question. The Court also commented that one 
of the shareholders in Amusement Enterprises Inc. was Loyd 
Wright’’... at the time of the hearing, President of the American 
Bar Association.’’ ** The relevancy of the character of taxpayer’s 
attorney in this type of matter is doubtful. Such trivia indicates 
the Court lost sight of its admonition ‘‘that Section 117 is a statute 
of partial exemption. Therefore the taxpayer must bring himself 
squarely within its terms and all fair doubts will be resolved 
against him.’’ 

There is no mention whether Amusement Enterprises’ contracts 
with Mary Livingston, Dennis Day, Phil Harris, and the others 
were exclusive contracts or not. This would seem to be an impor- 
tant factor in determining the value of these contracts to Amuse- 
ment Enterprises. If Amusement Enterprises had exclusive con- 
tracts with these personalities, it would seem to constitute a 
substantial asset of the corporation, bearing on the value of the cor- 
porate stock." In their 1944 contract with Benny, they had to seek 
his permission prior to appearing on another show. There is no 
indication that such agreement existed in the contract between 
these supporting actors and Amusement Enterprises Inc. One rea- 
son American Tobacco Company gave for dissatisfaction with the 
1944 contract was that some of the performers had begun their 
own shows, portraying characterizations similar to those played 
by them on the Benny show. But there is nothing to show that this 
complaint was remedied under their new contracts with Amuse- 
ment Enterprises Inc. 


13 Jack Benny, supra note 2, at 200. 

14 Td, at 201. 

15 In fraud cases the character of the attorney who advised taxpayer is of relevancy. 
See Joseph H. Imeson, 14 T.C. 1151 (1950); Charles C. Rice, 14 T.C. 503 (1950). 

16 Merton E. Farr, 11 T.C. 552 (1948), aff’d, 188 F.2d 254 (6th Cir. 1951). 

17 It is indicated (Jack Benny, supra note 2, at 202) that Amusement Enterprises Ine. 
agreed to use its best efforts to obtain exclusive contracts with members of the support- 
ing cast. The contracts of Mary Livingston and Rochester were for seven years. Dennis 
Day had a one-year contract, as did the script writers. Phil Harris’ contract was for 
three years. Whether any or all were exclusive contracts is not’ mentioned. 
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There is no mention of the contract entered into by American 
Tobacco Company with CBS to purchase CBS air time. How much 
American Tobacco Company was paying CBS for the air time 
would seem highly relevant. If American Tobacco was paying less 
than the going rates, it might be argued that some of the $27,500 
American Tobacco was paying Amusement Enterprises Inc. (now 
actually CBS) was in part for purchase of air time. If such was 
the case, it would indicate the American Tobacco-Amusement En- 
terprises contract had little intrinsic value and the functional use 
of Amusement Enterprises Inc. was negligible. On the other hand, 
if American Tobacco was paying full rates to CBS for air time, in 
addition to the $27,500 to Amusement Enterprises Inc. (CBS) for 
producing the show, it would seem to give added weight to the bona 
fides of the entire transaction. This contract was Amusement En- 
terprises’ most valuable asset and the one on which most of the 
stock valuation was placed. If weekly payments of $27,500 were not 
actually being made to CBS for producing the show, it would be 
a good indication that CBS had purchased more than just the 
rights to produce the Jack Benny show. 

American Tobacco had the right to terminate its contract with 
Amusement Enterprises Inc. for $75,000. Surely this was a negli- 
gible amount to pay for cancellation of a contract allegedly valued 
at two million dollars, particularly when the evidence indicated 
that American Tobacco considered the program a highly valuable 
asset which it desired to preserve even though Jack Benny no 
longer continued as star. No consideration seems to have been 
given to this point. 

The Tax Court felt Amusement Enterprises Inc. was initiated 
to give Benny an opportunity to develop his interest in the enter- 
tainment field as a separate business. The Court indicated a belief 
that the Corporation was not designed originally for the primary 
purpose of selling its stock to achieve capital gains. There is evi- 
dence to support this, though not mentioned by the Court. Benny 
had an earlier chance had he desired to sell his stock. In July, 1947 
Amusement Enterprises Inc. had been in existence for some seven 
months. Benny was under separate contract with American To- 
bacco. In July American Tobacco contracted with NBC for air time. 
At that moment it seems Amusement Enterprises could have in- 
itiated negotiations to sell its stock to NBC had it desired to do so. 
The fact that it did not sheds some aura on the intent of Benny to 
keep his Corporation in existence for the purposes stated. 
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APPEAL 


The Benny case was appealed to the Ninth Cireuit Court by the 
Government and shortly thereafter it withdrew its appeal.’* The 
reason for withdrawal of the appeal is anyone’s guess. The Com- 
missioner may have felt there were more pressing cases to which 
his limited staff should devote their time, or that the collapsible 
corporation provision would deter such schemes in the future. On 
the other hand, he may have desired to avoid making a stronger 
position for the taxpayer by having the Tax Court’s opinion af- 
firmed by the Ninth Circuit Court and thus decided to let well 
enough alone, simply non-acquiescing. This guess would seem to be 
the most plausible, for there is a strong possibility that had the 
case been appealed the Circuit Court would not have reversed, be- 
cause the case is based mostly on findings of fact rather than ques- 
tions of law.’® In such cases the Ninth Cireuit Court has taken a 
strong position. In Commissioner v. Rainier Brewing Company * 
the Ninth Circuit Court ruled that the case ‘‘presented to the tax 
court ‘hybrid questions of mixed law and fact [and] their resolu- 
tion because of the fact element .. . will afford little concrete guid- 
ance for future cases.’ We hence do not consider the petitioner’s 
contention that ‘the facts found fall short of meeting statutory 
requirements.’ ’’?*! There is no paucity of evidence in the Benny 
case to give cause for reversal on such grounds. The Ninth Circuit 
Court might well have ruled they ‘‘cannot reasonably view the Tax 
Court conclusion or reversal as ‘clearly erroneous.’ ’’ 


Jack Benny—1956 


CoLLAPSIBLE CoRPORATION AND Prrsonat Houtpine Company PRros- 
LEMS 


An obstacle not confronting Benny exists for those who today 
would seek Benny’s way of achieving capital gains. Since Benny’s 


18 The Government filed its appeal about April, 1956 and withdrew it about July, 1956. 

19 T.R.C. § 7482(¢) (1) (1954). 

20165 F.2d 217 (9th Cir. 1948), affirming 7 T.C. 162 (1946). The case involved the 
sale of a tradename; the sales agreement contained a covenant not to compete and pro- 
vided that the purchaser was to pay taxpayer certain royaliies which the purchaser could 
cease by exercising an option to pay the taxpayer one million dollars. The purchaser exer- 
cised the option. The Commissioner sought to allocate the amounts received partly to the 
sale of the tradename and partly to the covenant not to compete. The Tax Court held 
there was a sale solely of a capital asset as the royalty contract was extinguished upon 
the exercise of the option and the covenant not to compete was valueless at the time the 
option was exercised. - 

21 Ibid., citing Bingham v. Comm’r, 325 U.S. 365, 370 (1945), and Choate v. Comm’r, 
324 U.S. 1 (1945). ‘ 

22 Roscoe v. Comm’r, 215 F.2d 478 (5th Cir. 1954). 
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transaction the collapsible corporation provision has been added to 
the Code. If Amusement Enterprises Inc. falls within this section, 
sale of its stock would be treated as ordinary income rather than 
capital gains.”* The main problem is to determine whether the prop- 
erty held by Amusement Enterprises Inc. is the type of property 
to which section 341 is applicable. Unfortunately, the Benny opinion 
sheds little light on this matter. Benny’s sale is not discussed as 
the sale of the radio program but rather the sale of the stock in 
the organization producing the program. There is even consider- 
able question whether Benny’s program constitutes a saleable 
property right under the tax law.** 

If the radio show itself was the property sold, it would seem to 
constitute property falling within the definition of section 341. 
When Congress first passed the collapsible corporation provision 
it also changed the definition of a capital asset under section 117 
to exclude ‘‘a copyright; a literary, musical, or artistic composi- 
tion; or similar property.’’ The Congressional Reports state that 
the exclusion of ‘‘similar property’’ is intended to exclude a radio 
program. This exclusion provision does ‘‘not cover the situation 
in which taxpayer contributes a copyright or similar property cre- 
ated through his personal efforts to a newly formed corporation in 
exchange for its stock and sells the stock since such situation is 
dealt with under Section 213 of the bill. (117(m) ’39, IRC, Col- 
lapsible Corporation Provision).’’** This phraseology indicates 
Congressional intent to include sale of a radio program under the 
ambit of section 341. 

In the Benny case the Tax Court spoke of a sale of corporate 
stock and the primary asset of the Corporation as the contract 
right with American Tobacco to produce the Benny show. The 
Court did not mention or indicate that there was a sale of any for- 
mula or radio program which was created by the personal efforts 
of the taxpayer. The collapsible corporation section then would 
seem inapplicable to the Benny case, because the property involved 
was not of the type specified in the statute.” 

The personal holding company provision would also seem in- 
applicable to companies following the precise format of the Benny 
pattern. Although the stock ownership requirement is met,”” the 


23 T.R.C. § 341 (1954). 
24 See note 12 supra. 
25 §.REpP. No. 2375, 81st Cong., 2d Sess. 25 (1950). 
26 For an excellent discussion of the entire collapsible corporation problem, see DeWind 
and Anthoine, Collapsible Corporations, 56 Cotum. L. Rev. 475 (1956). 
27 T.R.C. § 542(a)(2) (1954). 
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income to the Corporation would not be personal holding company 
income ** because Benny was not performing services for the Cor- 
poration in which he held stock, but for American Tobacco. 


RECOGNITION OF THE CorRPORATE F'oRM 


Assuming the difficulties of the collapsible corporation and per- 
sonal holding company have been hurdled, what then? In all situa- 
tions where a corporation is formed by a radio performer, televi- 
sion actor, writer, producer, or like kind, two principal tax 
problems seem always to arise: (1) the assertion by the Commis- 
sioner that the Corporation is a sham, a mere facade, a meaningless 
body; (2) possible allocation of income between the individual 
shareholder and the corporation or the corporate stock. 

The Tax Court in the Benny case felt the Corporation, Amuse- 
ment Enterprises Inc., was formed for a bona fide purpose: ‘‘not 
only because it appeared to be a means for relieving him [Benny] 
personally from a great deal of management activities incident to 
the production of the show, but also because it afforded him a 
vehicle for engaging in many phases of the entertainment industry 
which would provide him a continuing business interest in the event 
of his retirement as an entertainer.’’ *® 

Amusement Enterprises Inc. did hold other assets and went into 
ventures other than the production of the Jack Benny program.” 
Realistically, however, was the Corporation actually necessary? 
There is no indication that Amusement Enterprises Inc. served 
any new purpose or filled any real need in producing the Benny 
show. Everything the Corporation could do probably was in fact 
done prior to the existence of the Corporation simply by a delega- 
tion of authority.* 

... The incidence of taxation depends upon the substance of a transaction 
... the transaction must be viewed as a whole and each step, from the con- 
summation of the sale, is relevant. To permit the true nature of a transaction 
to be disguised by mere formalisms, which exist solely to alter tax liabilities, 
would seriously impair the effective administration of the tax policies of 
Congress. 

28 I.R.C. § 543(a) (5) (1954) corresponds to I.R.C. § 502(a)-(h) (1939), originating 
in the Revenue Act of 1934, See. 351(b), and thus was in effect at the time of Benny’s 
transaction. 

29 Jack Benny, supra note 2, at 201. 

30 Amusement Enterprises Inc. produced a summer replacement show and a radio show 
Let’s Talk Hollywood. In 1947 and 1948 it produced the movie The Lucky Stiff and 
acquired small investments in New York plays Mr. Roberts and Anne of a Thousand 


Days. 
31Comm’r vy. Court Holding Co., 324 U.S. 331, 334 (1945).- 
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It may be argued in these cases that the corporate cloak is as- 
sumed merely as a means of avoiding taxes. Motive to avoid is, in 
and of itself, permissible.** But the Courts have also said: * 

The rule which excludes from consideration the motive of tax avoidance 
is not pertinent to the situation, because the transaction upon its face lies 
outside the plain intent of the statute. 

Putting aside, then, the question of motive in respect of taxation alto- 
gether, and fixing the character of the proceeding by what actually occurred, 
what do we find? Simply an operation having no business or corporate 
purpose. . 


The Commissioner will not be allowed to disregard completely 
the existence of the corporation,” but he may contest its usefulness 
and purpose. Thus, it seems necessary for the taxpayer to be able 
to show the necessity and need for incorporation. A corporation 
has been shown to be needed for relief from managerial duties,” 
developing into related fields,** or to develop a production without 
outside interference.” 


ForRMATION OF THE CORPORATION 


There is the possibility that on the formation of the corporation 
the shareholder receiving stock may be excluded from the benefit 
of section 351. This section provides for the non-recognition of gain 
or loss from property transferred to a controlled corporation in 
exchange for stock. ‘‘For purposes of this section, stock or securi- 
ties issued for services shall not be considered as issued in return 
for property.’’ ** 

The Commissioner might contend the Corporation is giving stock 
for personal services. Though the services are not being rendered 
directly to the Corporation, they benefit Amusement Enterprises 
Inc., since without the services of Benny, its contract with American 
Tobacco may be terminated. Stock might be given Benny by Amuse- 
ment Enterprises Inc. as compensation for his services even though 


82 United States v. Isham, 84 U.S. (17 Wall.) 728 (1873); Gregory v. Helvering, 293 
U.S. 465 (1935) ; Comm’r v. Tower, 327 U.S. 280 (1946). 

38 Gregory v. Helvering, supra note 32; see also Weyl-Zuckerman and Co., 23 T.C, 841 
(1955). 

84 Gregory v. Helvering, supra note 32; Advance Machinery Exchange, Inc. v. Comm’r, 
196 F.2d 1006 (2d Cir. 1952), affirming 8 TCM 84, cert. denied, 344 U.S. 835 (1952). 

85 Jack Benny, supra note 2. 

86 Ibid. 

87 Herbert v. Riddell, 103 F.Supp. 369 (S.D.Cal. 1952). 

88 I.R.C, § 351 (1954) (emphasis supplied). Under prior law it seems services also were 
not considered ‘‘property.’’ See Columbia Oil & Gas Co., 41 B.T.A. 38, aff’d, 118 F.2d 
459 (5th Cir. 1941). 
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his actual employer is American Tobacco. ‘‘We know of nothing to 
prevent another than the employer from paying compensation for 
the employee’s services to be performed.’’ * 

This problem seems more theoretical than real, since the value 
of stock of a newly organized corporation will usually be negligible. 
And when cash is paid for the stock to the extent of its fair market 
value, there is no ground to argue stock is being received in ex- 
change for personal services. 


ALLocaTION TO Benny oF Payments Mane to AMUSEMENT E\NTER- 
prises Inc. 

Benny was netting less than $10,000 per show (how much less is 
not stated) under his old contract and was dissatisfied with it. 
Under the new arrangement Benny was receiving $10,000 per 
show and Amusement Enterprises Inc. $27,500 for producing the 
program. 

Was the compensation paid to Benny under his contract with 
American Tobacco reasonable? Or was the $27,500 American To- 
bacco was paying to Amusement Enterprises Inc., of which Benny 
was majority shareholder, actually additional compensation to 
Benny? *° The Commissioner did not make this contention, nor was 
the problem discussed by the Court, but it does exist and must be 
recognized by those seeking to follow the Benny pattern. There 
seems little doubt that if Benny was receiving additional compen- 
sation through the $27,500 contract, the Commissioner could allo- 
cate it to reflect Benny’s total income.*! 

Section 22(a) of the Revenue Act (1939) is broad enough to include in 


taxable income any economic or financial benefit conferred on the employee 
as compensation, whatever the form or mode by which it is effected.*? 


SALE OF THE STocK 

Assuming we have avoided the Commissioner to this point, what 
happens when stock in the corporation is sold? Of course, the 
object of the shareholder is to obtain capital gains treatment. This 


39 John J. Batterman, 1 TCM 667 (1943), aff’d, 142 F.2d 448 (6th Cir. 1944); see 
also Van Dusen v. Comm’r, 166 F.2d 647 (9th Cir. 1948). 

40 An article, Nanette Says It’s Not True That She Asked Sid for 10G, N. Y. Daily 
Mirror, March 21, 1956, discussed the report in TV Guide Magazine that Nanette Fabray 
had asked for $10,000 per week to appear on the Sid Caesar show. 

41 Advance Machinery Exchange, Ine. v. Comm’r, supra note 34; Comm’r v. Tower, 
supra note 32; Helvering v. Horst, 311 U.S. 112 (1940); Lucas v. Earl, 281 U.S. 111 
(1930). I.R.C. § 482 (1954). 

42Comm’r v. Smith, 324 U.S. 177, 181 (1945); I.R.C. § 61 (1954) corresponds to 
LR.C. § 22(a) (1939). Although there is a change in the language of the 1954 pro- 
vision, the Committee Reports state that the all-inclusive nature of statutory gross in- 
come is not to be affected thereby. 
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object was accomplished in the Benny case, but will this always be 
so? This writer believes not. 

The Commissioner issued an unfavorable private ruling to 
Benny prior to the closing of the transaction.** In a Press Re- 
lease he has indicated his reluctance to allow capital gains on such 
sales without contesting it,** his usual contention being that the 
price paid for the stock is in part for personal services and the 
remainder the fair market value of the stock. As the dissenting 
opinion in the Benny case points out, the Commissioner’s deter- 
mination of fair market value is presumed correct, and it is up to 
the taxpayer to show otherwise.* The taxpayer is not bound to 
show what, if any, the correct deficiency is but only that the Com- 
missioner’s deficiency is arbitrary.*® 

We find nothing in the statutes, the rules of the board or our decisions 
that gives any support to the idea that the commissioner’s determination, 
shown to be without rational foundation and excessive, will be enforced 
unless the taxpayer proves he owes nothing or, if liable at all, shows the 
correct amount. 

Usually in overthrowing the Commissioner’s determination, the 
taxpayer’s evidence will show the correct amount, if any, due. 

Though the facts indicate CBS was not paying to obtain Benny 
himself, since he was under separate contract to American Tobacco, 
it may be contended that the amount paid for the Amusement 
Enterprises Inc. stock by CBS was additional compensation to 
Benny. There is nothing to prevent a third party (CBS) from 
compensating someone (Benny) for personal services that indi- 
rectly benefit the third party.*7 The majority opinion seems to be 
based on the finding that CBS was not purchasing Benny’s serv- 
ices. A fortiori, one may say that the Court also believed CBS was 
not paying additional compensation to Benny in the form of the 
purchase price of the stock of Amusement Enterprises. 

Had Benny sold his stock in Amusement Enterprises Ine. to 
American Tobacco, even though he was already under contract to 


43 Jack Benny, supra note 2, at 206. It is interesting to note that the contract for sale 
of the stock complied with the installment payment provision in section 44 of the 1939 
Code, which would probably have been used in the event the Commissioner’s non-capital 
gain assertion prevailed. 

44P.S. 8-952, Jan. 3, 1949, 495 CCH § 6048: ‘‘The tax effect of any business trans- 
action is determined by its realities. Accordingly, proposals of radio artists and others 
to obtain compensation for personal services under the guise of sales of property cannot 
be regarded as coming within the capital gains provisions of the Internal Revenue Code. 
Such compensation is taxable at ordinary income tax rates.’’ 

45 John J. Batterman, supra note 39; Weyl-Zuckerman and Co., supra note 33. 

46 Helvering v. Taylor, 293 U.S. 507, 514 (1935). 

47 See note 39 supra. 
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it, the argument might well be taken that in substance Benny was 
receiving an increased salary in the guise of inflated sale price of 
the stock. This would be especially true if the sale were made 
close to an option period for renewal of the contract. Irving R. 
Lewis ** involved a sale of stock by officers of a corporation after 
their forgiveness of salaries owed to them by the corporation. The 
Commissioner allocated part of the purchase price as ordinary 
income in payment of their accrued salaries. The Tax Court upheld 
the allocation, although if the salaries had not been forgiven the 
sale might not have been consummated, on the ground that the 
taxpayers ‘‘in substance received their accrued salaries in the 
guise of an inflated sale price [of the stock].’’ 

This indicates the danger of possible allocation when stock in 
the producing company (Amusement Enterprises Inc.) is sold to 
the party (American Tobacco) holding the personal service con- 
tract with the selling shareholder personality (Benny). Yet this is 
substantially what was done, without adverse tax consequences, in 
the Amos ’n’ Andy sale to CBS. Gosden and Correll sold their 
rights in the Amos ’n’ Andy program to CBS and then entered 
into a separate contract with CBS for their personal services on 
the show.*® Amos ’n’ Andy involved the sale of a radio show and 
Benny the sale of corporate stock in a corporation producing the 
radio program. Is this difference enough to justify different tax 
consequences? It would seem not. 

The sale of a capital asset when personal services accompany 
the agreement does not always give rise to ordinary income treat- 
ment. But to be treated otherwise it would seem that the personal 
services must be ancillary and subsidiary to the sale of the asset °° 
and that the contract for sale would have been executed even 
though the personal services did not accompany it.” 

Cases involving the sale of a business in which the sales agree- 
ment contains a covenant not to compete are analogous to the 
Benny situation. The Service usually attempts to allocate the price 
paid for the stock to capital gains, and to ordinary income the 
amount paid for the covenant not to compete.°? The majority 
opinion recognized these cases as being analogous, but distin- 
guished them on the ground that in each case ‘‘there was a sound 
factual basis on which the conclusions rested. Here there is no 


48 Irving R. Lewis, 19 T.C. 887 (1953). 

49 Mintz, supra note 12. 

50 Raymond M. Hessert, 6 TCM 1190 (1947). 

51 Charles J. Williams, 5 T.C. 639 (1945). 

52 Beal’s Estate v. Comm’r, 82 F.2d 268 (2d Cir. 1936). 
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factual basis for the determination which the [Commissioner] 
made.’’ °° 

Whether the price paid is in part-payment for personal services 
depends on the realities of the transaction rather on what the 
parties state in the agreement they are paying for.™* But the 
statements of the parties in the contract will not necessarily be 
ignored.” Thus, in a sales agreement a provision as to the propor- 
tion the parties are paying for the asset and the services might 
be of some benefit. 


Any MopiricaTions To THE Benny Facts? 


If one desires to achieve capital gains treatment via the Benny 
road must he comply with the identical pattern of the Benny case 
and, if not, what could be altered? 

It would seem advisable to use the same contractual arrange- 
ment as Benny did, 7.e., Star-Sponsor contract; Producing Co.- 
Sponsor contract; Sponsor-Network contract. Had Benny been 
under contract to his producing company, Amusement Enterprises 
Inc., instead of under contract to American Tobacco, he would have 
been in a much more difficult position to argue that the payment 
for his stock did not include payment for his personal services. 

In Roscoe v. Commissioner * taxpayers’ partnership was under 
contract to a real estate corporation in which taxpayers held 40 
shares of stock. The Corporation was to subdivide a tract of land, 
and the partnership contracted to manage and sell the lots for 10 
per cent commission. A third party became interested in buying 
the entire tract, and instead of buying it from the Corporation it 
was decided to sell the corporate stock to such party. The pur- 
chaser was to pay taxpayers $57,289.96 for their 40 shares, $31,- 
944.55 for each of 40 shares held by two other stockholders, and 
assume a mortgage of $87,500 and a note for $44,775, making a 
total purchase price of $121,179.06. Taxpayers’ partnership agreed 
to cancel their 10 per cent exclusive agency contract with the Cor- 
poration. The Tax Court upheld the Commissioner’s determina- 
tion that of the $57,289.96 paid taxpayers, $31,944.55 represented 
payment for the shares of stock and $25,345.40 represented addi- 
tional compensation for services rendered to the Corporation and 
was ordinary income. The Sixth Cireuit Court said in affirming: ** 


53 Jack Benny, supra note 2, at 210. 

54 Particelli v. Comm’r, 212 F.2d 498 (9th Cir. 1954). 

55 Lee Ruwitch, 22 T.C. 1053 (1954). 

56 215 F.2d 478 (6th Cir. 1954); see also Multnomah Operating Co., CCH T.C. Mem. 
DEc. J 21,582(M) (1956). 

57 215 F.2d at 481. 
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... the Tax Court, in order to prevent diminution of revenue legitimately 
due, is not bound to accept taxpayer’s version of a transaction as having 
the binding effect vis-a-vis taxation intended by the parties, particularly 
where, as here, other testimony and inferences lend support to its conclu- 
sion that it represented an agreed method of indirectly compensating par- 
ties for services rendered. 


The Court also pointed out that the excess, $25,345.40, taxpayers 
received for their stock was exactly equal to 10 per cent of the 
amount of the total selling price, an amount taxpayers would have 
received under the exclusive agency contract had the land been 
sold. 

Unfortunately for taxpayers in the Roscoe ease, there was testi- 
mony to the effect that their stock should be valued higher than 
that of their associates because of the services they had rendered 
to the Corporation. They should have, as was the case in Benny, 
threatened to break off negotiations at the mention of compensa- 
tion for their personal services. But the most distinguishing 
feature in Roscoe as compared to Benny is that in the former case 
the taxpayers had entered into a contract with the Corporation 
in which they held stock. Benny was not under any type of contract 
with Amusement Enterprises Inc. This is an important factor in 
avoiding allocation of part of the price paid for the stock to com- 
pensation for personal services. 

The fact that Benny, although a shareholder, was not an officer 
or director of Amusement Enterprises Inc. is made much of by the 
Court.®® This fact seems of little significance. Benny held 3,000 
shares of the total 5,000 shares outstanding. The facts indicate 
three directors constituted the board. Even under a system of 
cumulative voting Benny could at any time have elected two of the 
three directors and controlled the board. The majority opinion 
does not mention this fact. 

The probable reason for not having the star act as an officer or 
director is to avoid the issue of having contract payments by the 
sponsor to the corporation considered indirect compensation to the 
star in his role as an officer or director. It would seem the Commis- 
sioner could so argue regardless of whether the star was an officer 
or director. As discussed previously, the price would be allocable 
to capital gains and ordinary income. 

Must the producing corporation (Amusement Enterprises Inc.) 
have other assets in addition to the contract with the sponsor to 


58 Jack Benny, supra note 2, at 201. 
59 Supra p. 43. 
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produce the show and contracts with the supporting cast? Although 
in the Benny case Amusement Enterprises Inc., the producing cor- 
poration, had other assets, these would not seem to be necessary 
except as an indication of the bona fides of the corporation.® 
Amusement Enterprises Ine. held as an asset certain rights to in- 
come from the movie The Lucky Stiff. Neither NBC nor CBS had 
any desire to purchase this asset. The contract of sale thus pro- 
vided that the shareholders would reimburse CBS for any loss 
suffered from the movie. They did reimburse CBS to the extent of 
$100,000. The Court recognized this fact, and seemingly it would 
have reached the same result even though these incidental assets 
were not involved, provided their absence did not affect the bona 
fides of the corporation. 


CoNcLUSION 


It would seem that the corporate device is being used by 
authors,” producers,” and entertainers in general © as a means of 
achieving the nectar and ambrosia of taxation—capital gains. 

If the Benny case is to be given liberal interpretation, it would 
seem to allow a person, whose primary source of income is per- 
sonal services, to reach capital gains by incorporating his produc- 
tion staff, selling stock in the corporation to the person who desires 
his services, and then contracting separately with such person to 
render the necessary personal services. The producing corpora- 
tion, be it a clerical staff or script writers and supporting persons, 
would be an independent aspect of the personal services rendered. 
Management would be under a separate contract. Reductio ad 
absurdum? Perhaps it seems to be the end result of what the 
Benny case could lead to through ingenuity of tax counsel. The 
Benny case certainly gives entertainers who have a sponsor and 
produce their own show a substantial basis for attaining capital 
gains. But even then, as it is hoped this article has shown, the way 
is not smooth. The decision leaves much to be desired in respect 
of shedding light on the darkened path leading to capital gains by 
use of incorporation. 

60 Supra pp. 41-42. 

61 See Pilpel, Development in Tax Law Affecting Copyrights 1954, 33 TaxEs 271 
(1955). 

62 See Taubman, Motion Picture Co-Production Deals and Theatrical Business Organ- 
ization, 11 Tax L. Rev. 113 (1956). 

68 T.V.-Radio Today, N. Y. Herald Tribune, Feb. 28, 1956, reports that Dick Haymes 
has formed his own T.V. ‘‘ package producing company’’ and will star in his own show; 


that Lucille Ball, Desi Arnaz, Sid Caesar, Milton Berle, George Gobel, Jackie Gleason, 
and Perry Como are other known ‘‘heads of companies. ’’ 




















Oil and Gas Partnerships and 
Section 76 1(a) 


JOSEPH TAUBMAN 


Section 761(a) anp THE REGULATIONS 


Re 1954 Congress enacted the ‘‘ first comprehensive statutory treat- 
ment of partners and partnerships in the history of the income tax 
laws.’’ + Subchapter K of the 1954 Code also contained a section, 
761, entitled ‘‘Terms Defined.’’ Subdivision (a) thereof, which the 
Senate Committee Report merely paraphrases and sheds little light 
upon,’ reads: 

(a) Partnership—For purposes of this subtitle, the term ‘‘ partnership’’ 
includes a syndicate, group, pool, joint venture, or other unincorporated 
organization through or by means of which any business, financial opera- 
tion, or venture is carried on, and which is not, within the meaning of this 
title, a corporation or a trust or estate. Under regulations the Secretary or 
his delegate may, at the election of all the members of an unincorporated 
organization, exclude such organization from the application of all or part 
of this subchapter, if it is availed of— 

(1) for investment purposes only and not for the active conduct of a 
business, or 

(2) for the joint production, extraction, or use of property, but not for 
the purpose of selling services or property produced or extracted, 
if the income of the members of the organization may be adequately deter- 
mined without the computation of partnership taxable income. 


The first sentence of this paragraph is not new. It is practically 
section 7701(a) (2)* of the Code verbatim. The only differences are 
that: (1) the latter applies to the entire Code, while the former is 
applicable to Subtitle A, Income Taxes; and (2) the latter is a 
carry-over of section 3797(a)(2) of the 1939 Code and goes back to 
1932,* while the former is new in this context. 

Tt remained for the Commissioner to complete the administra- 


JosepH TAUBMAN (LL.B., Cornell University; LL.M. in Taxation and J.S.D., New 
York University School of Law) is a member of the New York Bar. 

1§.Rep. No. 1622, 83d Cong., 2d Sess. 89 (1954). 

2 Id. at 407. ; 

3 LR.C. § 761(a) (1956). 

4 Revenue Act of 1932, Sec. 1111(a) (3). 
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tive picture by the adoption of Regulations section 1.761—-1 on May 
23, 1956.° First he clarifies the meaning of the term ‘‘partnership’’ 
by explaining that it is broader than the common law concept. How- 
ever, a joint undertaking merely to share expenses is not a partner- 
ship, nor is mere co-ownership of property maintained, kept in re- 
pair, or leased or rented. But tenants in common may be partners 
if they actively carry on a trade or business, venture, or financial 
operation and divide the profits thereof.® 

The Commissioner sets forth three tests with respect to invest- 
ing partnerships in section 761(a) (1) :7 

(a) Ownership must be in such persons as co-owners. 

(b) They must reserve the right separately to take or dispose of 
their share therein. 

(c) They are not actively conducting business for joint profit or 
irrevocably authorizing a person to act in a representative capacity 
to buy, sell, or exchange such investment property, although each 
separate participant may delegate authority to do so with respect 
to his share for his account, but not for more than one year. 


With respect to section 761(a)(2), the Commissioner proceeds 
to denominate same by the heading Operating Agreements. Here 
too there are three tests for qualification under the section: § 

(a) They must own the property as co-owners either in fee or 
under a lease or other form of contract granting exclusive operat- 
ing rights. » 

(b) They must reserve the right separately to take in kind or 
dispose of their shares of any property produced, extracted, or 
used. 

(c) They do not jointly sell services or the property produced or 
extracted, although each participant may delegate authority to sell 
his share, but for not more than a period of time in excess of the 
minimum requirements of the industry and in any event not more 
than one year, provided, however, that this does not apply to an 
unincorporated organization with a principal purpose of cycling, 
manufacturing, or processing for persons not members of the 
organization. 

Having qualified, election is made by a statement attached to the 
partnership return, which is then filed with the district director at 
the place of business of the unincorporated organization containing 


5 Reg. Sec. 1.761-1 (1956). 

6 Reg. Sec. 1.761—1 (Terms Defined (a) Partnership; (1) In general). 
7 Reg. Sec. 1.761-2 (ii). 

8 Reg. See. 1.761-2 (iii). 
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the following information: ® (1) name and address of the unincor- 
porated organization; (2) names and addresses of the members; 
(3) statement that said organization qualifies with respect to the 
permissible purposes of section 761(a)(1) and (2) and either the 
investment or operating tests outlined above; (4) statement that 
the organization elects to be excluded from all or specifically enu- 
merated sections of Subchapter K; and (5) a copy of the agree- 
ment of the members of said organization, if written, or a sum- 
mary thereof, if oral. 

Because the election, once made, is irrevocable so long as the un- 
incorporated organization qualifies, and because the statute pro- 
vides that the election is made by all the members, the Commis- 
sioner provides, in effect, an automatic rule where all of Subchapter 
K is excluded. Unless within 90 days after formation of the organi- 
zation, or after the Regulations are promulgated, whichever is later, 
any member asks the Commissioner to have Subchapter K apply 
and advises him that he has so advised all the members by regis- 
tered or certified mail, the election to exclude will be approved.’® 

However, partial exclusion from Subchapter K is treated on an 
individual case basis, since no two requests for partial exclusion 
may be the same. The Commissioner therefore, provides that the 
unincorporated organization must ask for it no later than 90 days 
after the beginning of the first taxable year for which exclusion is 
desired. Upon specification of the sections of Subchapter K to be 
excluded, qualification, and election by all the members, the exclu- 
sion becomes effective only upon approval of the election by the 
Commissioner and is then subject to the conditions that he may 
impose." 

For succeeding years no Form 1065 need be filed annually. Where 
all of Subchapter K has been excluded, the unincorporated organ- 
ization merely files a Form 1099 for each member, showing the 
following: (a) name and address of unincorporated organization 
by which paid; (b) name and address of member to whom paid; 
(c) statement: ‘‘Filed under section 761(a)’’; and (d) statement 
of principal activity of the said organization. Those unincorpo- 
rated organizations partially excluded from Subchapter K must 
file such information as the Commissioner may require upon grant- 
ing approval.” 

Two terms used by the Commissioner in the above Regulations 


9 Reg. Sec. 1.761-2 (iv). 

10 Reg. Sec. 1.761-2{iv) (a). 

11 Reg. Sec. 1.761-2 (iv) (b). 

12 Reg. Sec. 1.761-2(v) (a) (b). 
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give the key to the meaning of section 761(a) and the Regulations 
thereunder: (a) the organizations must not be ‘‘associations’’ 
and (b) organizations for the joint production, extraction, or use 
of property are denominated ‘‘Operating Agreements.’’ * 

The term ‘‘partnership’’ as defined in sections 761(a) and 
7701(a)(2) takes on significance only in relation to section 
7701(a) (3), which defines the term ‘‘corporation’’ to include ‘‘asso- 
ciations.’’ * Since 1925, when the Supreme Court declared that an 
unincorporated association, considered a partnership in Texas, 
could constitutionally be taxed as a corporation,’® there has been 
little doubt that unincorporated organizations had to avoid associ- 
ation classification if they wished to retain partnership designation 
for federal income tax purposes. A decade later the same Court ” 
set forth criteria for classification as an association, which have 
been followed since. These are: (a) holding of title by the entity; 
(b) centralized control; (¢c) continuity not interrupted by the death 
of an associate; (d) transferability of shares or interests; (e) lim- 
ited liability.*® 

The Treasury refined these further in its Regulations, stating: *° 

... If an organization is not interrupted by the death of a member or by a 
change in ownership of a participating interest during the agreed period of 
its existence, and its management is centralized in one or more persons in 
their representative capacities, such an organization is an association, tax- 
able as a corporation. 


It is to be noted that while Congress has classified associations 
as corporations from the inception of the income tax, the term 
‘‘nartnership’’ was not defined by it until the Revenue Act of 
1932.” Yet the courts have had difficulties in classifying trusts as 
trust or association, depending upon whether their purpose, as evi- 
denced by the instrument of trust, was for the conduct of a busi- 


13 Reg. See. 1.761-2(i). 

14 Reg. Sec. 1.761-2 (iii). 

15 ILR.C. § 7701(a) (3) (1954), taken from I.R.C. § 3797(a) (3) (1939). 

16 Burk-Waggoner Oil Association v. Hopkins, 269 U.S. 110, 114 (1925). Justice 
Brandeis, writing for the Court, stated, ‘‘But nothing in the Constitution precludes 
Congress from taxing as a corporation an association, which, although unincorporated, 
transacts its business as though it were incorporated.’’ 

17 Morrissey v. Comm’r, 296 U.S. 344 (1935) (opinion of Chief Justice Hughes). This 
ease should be read together with the companion decisions, Helvering v. Coleman-Gilbert 
Associates, 296 U.S. 369 (1935) ; Swanson v. Comm’r, 296 U.S. 362 (1935); Helvering 
v. Combs, 296 U.S. 365 (1935). 

18 From the writer’s note, The Land Trust Taxable as Association, 8 Tax L. Rev. 103, 
109-110 (1952). 

19 Reg. 111, Sec. 29.3797-4. 

20 Revenue Act of 1932, See. 1111(a) (3). 
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ness or for investments,” and in weighing corporate resemblance 
of other unincorporated associations.” One should not be dis- 
mayed, therefore, that the classification of oil and gas operations 
for tax purposes has had a tortuous life of its own, culminating in 
the Regulations denominated Operating Agreements, referred to 
above. 


Prior Treasury Po.icy 


In short, Congress drew a statute in general terms—section 
761(a)—while the Regulations indicate that the problems of classi- 
fication of operations in a particular industry were primarily in 
mind. Prior to the enactment of section 761(a), the Treasury han- 
dled this administratively. In 1921, it ruled that A and B, the larg- 
est contributors to an oil pool, were not partners for the purposes 
of the excess profits tax pursuant to §8.M. 559, holding that co- 
owners in the operation of an oil leasehold, contributing pro rata 
and sharing the product, were not partners under the 1916 and 
1917 Acts.’ It also referred to S.M. 612, to the effect that co-lessees 
in oil with a common agent in a joint enterprise were not common 
law partners. 

Before the enactment in 1932 ** of. the section defining partner- 
ship, the Bureau promulgated Regulations concerning joint owner- 
ship and joint venture in general principles. Regulations 74” and 
its predecessors ** all contain this statement: 

Joint investment in and ownership of real and personal property not used 


in the operation of any trade or business and not covered by any partner- 
ship agreement, does not constitute a partnership. 


With the passage of section 1111(a)(3) of the Revenue Act of 
1932, classifying joint ventures as partnerships, explanations and 
changes were in order. I.T. 2749 7" explained why Article 1317 of 
Regulations 74 was omitted from subsequent Regulations. The first 
sentence, quoted above, is followed by: ** ‘‘Co-owners of oil lands 
engaged in developing the property through a common agent are 
not necessarily partners. ’’ 


21 Taubman, note 18 supra, at 110. 

22 Tbid. 

23 Sol. Op. 117, 5 Cum. Buy. 254 (1921). S.M. 559 and S.M. 612 were unreported 
rulings. 

24 Revenue Act of 1932, See. 1111(a) (3). 

25 Reg. 74, Sec. 1317. 

26 Reg. 69, Sec. 1507; Reg. 65, Sec. 1507; Reg. 62, Sec. 1507; Reg. 45, See. 1507. 

27 I.T. 2749, XIII—1 Cum. Buu. 99 (1934). 

28 Reg. 74, Sec. 1317. 
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Obviously, a broad statute, which has remained in effect to the 
present day, classifying joint activity in business, financial opera- 
tion, or venture as a partnership might designate a joint invest- 
ment as a partnership and might cover co-owners of oil lands. In- 
deed, ‘‘ Prior to the passage in 1932 of the present definition section 
regarding partnerships, co-tenants in oil lands were not treated as 
partners.’’ ° J.T. 2749 then went on to rule that ‘‘In the instant 
case the co-ownerships of the oil and gas leases and the operations 
thereunder may be considered as falling within the broad scope of 
the term ‘joint venture.’ ’’*° The intent of I.T. 2749 was to treat 
oil and gas operating agreements as qualified partnerships. The 
companion I.T. 2785 ** set forth the manner in which co-owners of 
oil and gas lands and lessees might add a schedule to Form 1065, 
the partnership informational return, showing receipts and ex- 
penses and the proportionate share of each co-owner. 

From 1934 to 1948 the Treasury treated joint operating agree- 
ments as qualified partnerships. Significantly, a year after I.T. 
2749, the Supreme Court decided Helvering v. Combs,” one of the 
companion cases of Morrissey v. Commissioner, which set forth 
the criteria for classification as an association mentioned above. 
The importance of Combs is that the Supreme Court applied these 
tests to find association in development of a single oil well in a short 
period of time. It is not surprising, therefore, that the game of asso- 
ciation hide-and-seek was vigorous in the oil and gas industry. One 
writer recently made a statistical analysis of the association cases 
in the oil and gas industry and attempted to draw certain conclu- 
sions from the emphasis placed on various criteria by the courts.** 
When one considers that the Board of Tax Appeals prior to 1932 
took the position that holders of an oil and gas lease were, in cer- 
tain instances, joint venturers who must be taxed as individuals, 
then one can appreciate that after joint ventures were classified as 
partnerships in 1932 more reclassification and confusion might re- 
sult. 

Since the passage of the Revenue Act of 1932, writers and courts 
have speculated about the scope of the partnership definition. Judge 


29 Judge, Problems of the Oil and Gas Industry: Federal Income Tax Problems in 
PROCEEDINGS OF NEW YorK UNIVERSITY NINTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TION 453, 457 (1951). 

30 T,.T, 2749, XIII-1 Cum. Buu. 99-100 (1934). 

81 IT, 2785, XIII—1 Cum. BuLu. 96 (1934) ; Judge, note 29 supra, at 458. 

82 296 U.S. 365 (1935). 

83 Td. at 344. 

84 Sneed, More About Associations in the Oil and Gas Industry, 33 Texas L. Rev. 168 
(1954). 
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wrote, ‘‘ Although it appears unlikely, Congress may have intended 
to make the definition of a partnership so broad as to inelude all 
forms of joint undertaking, even though there is no group business 
or profit contemplated or realized.’’ ** Judge Murdock, in the Tax 
Court, referred to the enlarged purpose of the Act ** and disagreed 
with a District Court opinion that the 1932 provision did not work 
a change in the concepts of partnership for federal income tax 
purposes.** 

In this context, I.T. 3930 was promulgated in 1948 to tax as asso- 
ciations joint operating agreements with continuity of life and cen- 
tralization of control.** I.T. 3933 was added to extend the time for 
amendment of existing agreements.*® Then in 1949 I.T. 3948 be- 
came a companion ruling.*® Under the first ruling a joint operating 
venture under an agreement with a joint profit objective might be 
considered an association. The third ruling actually restricted and 
modified the broad coverage of I.T. 3930. There had to be a collec- 
tive, irrevocable, representative capacity for taxability as an asso- 
ciation. A revocable, representative capacity, terminable at will, 
was sufficient to avoid the formation of an association with a joint 
profit objective. Representative management is not present where 
co-owners reserve the right to take their share in kind or to direct 
the sale, contract to sell, or grant an option therefor. The fact of 
identical contracts by co-owners with the same optionee or pur- 
chaser makes no difference and does not create representative man- 
agement. The ruling sets forth a formula. A co-owner can author- 
ize another, not a co-owner, irrevocably, for not more than one 


85 Judge, note 29 supra, at 459. 

86 Judge Murdock in Theodore D. Stern, 15 T.C. 521, 528 (1950) refers to the enlarged 
purpose of the Act and disagrees with Hanson v. Birmingham, 92 F.Supp. 33, 56-58 
(N.D. Iowa 1950), appeal dismissed with prejudice, 190 F.2d 206 (8th Cir. 1951), that 
the 1932 provision did not work a change in the concepts of partnership for federal 
income tax purposes. 

87 Hanson v. Birmingham, note 36 supra. 

88 Notes 27 and 31 supra. With respect to I.T. 3930 (1948-2 Cum. BuLL. 126), 
Ray and Hammonds, Oil and Gas Operating Agreements, 27 Taxes 617, 618 (1949), 
state, ‘‘Stated succinctly, the rule is that two or more co-owners of oil and gas 
properties cannot irrevocably appoint the same person or one another as their agent 
for a fixed or determinable period of time to sell or market for their joint account the 
oil and gas produced from their jointly owned properties without subjecting such rela- 
tionship to treatment for federal income tax purposes as an association taxable as a 
corporation. ’’ 

89 T.T, 3933, 1948-2 Cum. Buti. 130, modifying I.T. 3930, which was to be effec- 
tive Jan. 1, 1949, so as_to be applicable only to taxable years beginning after June 30, 
1949. 

40 T.T, 3948, 1949-1 Cum. BuLt. 161. 
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year. In such event, there is no joint profit objective, and the 
agency is deemed a personal exercise of business discretion. 

Note the technique of I.T. 3930 in this respect. After finding 
seven typical features of a mining partnership, it then concluded 
that an oil and gas joint operating agreement created a mining 
partnership." The characteristic of the latter is the lack of per- 
sonal choice of associates. Regardless of death or transfer, the 
heirs or transferees constitute associates of the mining partner- 
ship. Thus, one of the chief corporate characteristics is present in 
this form of association, namely, continuity of life of the enterprise. 
Having classified the joint operating arrangement as a mining part- 
nership, the Bureau then considered a formula for determining 
representative capacity. I.T. 3948, in particular, grappled with this 
task. 

I.T. 3930 was variously interpreted: ** 


I.T. 3930, published in 1948, is susceptible to an interpretation that joint 
ventures are not required to file a qualified partnership return so long as 
the members submit the same information in their individual returns. 


Collie and Driscoll ** were of the opinion that the ruling im- 
pliedly stated that there was no tax-reporting entity unless there 
was a joint profit, since with a right to take in kind there was 
neither joint selling nor joint income. Although the ruling speaks 
of a qualified partnership, the industry concluded that it was a 
co-tenancy not subject to partnership rules. Some filed partnership 
returns, however, as a precaution. The Bureau did not question the 
practice. 


Delbert Williams, a Bureau official, stated at an Oil and Gas 
Forum in 1954: * 


I.T. 3930 organizations are recognized as partnerships and, as such, they 
are required to file a partnership return. As a matter of practice, however, 
we have not required that they do so, so long as each member files proper 
schedules with his own return. 


41 I.T. 3930, 1948-2 Cum. BuLL. 126. 

42 Partnership and Joint Venture Oil and Gas Properties—Intangibles Election, 3 Or 
AND GAs Tax Q. 159, 160 (1954). 

483 Collie and Driscoll, Partnership Oil and Gas Operations Under Provisions of the 
Internal Revenue Code of 1954, 33 Texas L. Rev. 792 (1955). 

44 Delbert W. Williams, Chief, Natural Resources, Engineering and Valuation, Internal 
Revenue Service, at the Oil and Gas Forum in Procerepines or NEw York UNIVERSITY 
NintH ANNUAL INSTITUTE ON FEDERAL TAXATION 433, 450 (1954), gives the reply 
quoted in the text in answer to Question XII, ‘‘Is it necessary or desirable to file Form 


1065 (Partnership Information Return) for a joint operation which qualifies under I.T. 
3930??? 























1956] OIL AND GAS PARTNERSHIPS 57 


Dale H. Flagg, the dean of federal income tax classification, has 
stated: * 


I think there is some question in a great many minds whether an L.T. 
3930 type of organization is a partnership for general purposes even though 
its partnership accounting drops out of the picture. I do not think that ex- 
cuses them from partnership classification in the over-all picture. I suppose 
there is enough of a profit motive in saving expenses by acting jointly to 
bring it within the general realm of a partnership. 


In addition to the various interpretations of the ruling, there 
were critics aplenty.** Early wrote, ‘‘ Moreover, notwithstanding a 
statement in I.T. 3930 disclaiming its application to other forms of 
agreement, the Department has consistently applied the principles 
therein set forth in unpublished rulings relating to the tax status 
of various arrangements for accommodating a muliplicity of in- 
vestors.’’ “7 Apart from the scope of the ruling, Weatherly objected 
because there was no corporate analogy, no limited liability, and no 
legal title to bring it within the association category.** 

Criticism aside, the Treasury had no court decisions with which 
to concern itself in respect of its rulings until 1953. Hill writes, 
‘‘The ruling of I.T. 2749 to the effect that a joint operating agree- 
ment between co-tenants creates a qualified partnership has never 
been considered by the courts.’’ *® Then in 1953 the Tax Court de- 
cided Bentex.® There, a typical oil and gas operating agreement 
was in operation. The Court held that the arrangement was a part- 
nership which had to exercise the option to expend intangible drill- 
ing and development costs. Notwithstanding a possible distinction 
in that a partnership return was filed and that one associate took 
the position, in a protest to the Internal Revenue Service, that it 


45 Dale H. Flagg, then of the Office of the Chief Counsel, Internal Revenue Service, 
made this remark at the Oil and Gas Forum, supra note 44, at 463. The influence of 
Mr. Flagg on federal income tax classification has apparently been enormous. 

46 See, e.g., Ray and Hammonds, Oil and Gas Operating Agreements, 27 TaxEs 617 
(1949) ; Sneed, supra note 34; Judge, supra note 29; Barnhill, Taxation of Oil and Gas 
Operating Agreements—The Scope and Application of I.T.- 3930, 26 Rocky Mr. L. Rev. 
133 (1954). 

47 Early, The Investors Group: Setting Up an Oil and Gas Venture from the Tax 
Standpoint in FirrH ANNUAL INSTITUTE ON OIL AND Gas LAW AND TAXATION 451, 460 
(1954). 

48 Weatherly, Operating and Unitization Agreements and the Income Tax Conse- 
quences from Such Operations Upon Operators and Non-Operators of Oil and Gas 
Leases in First ANNUAL INSTITUTE ON OIL AND Gas LAw AND TAXATION 519, 539 
(1949). 

49 Hill, Recent Developments in Oil and Gas Taxation in THiRD ANNUAL TULANE TAX 
INSTITUTE 317, 337 (1954). 

50 Bentex Oil Corporation, 20 T.C. 565 (1953), appeal dismissed, 55-1 U.S.T.C. J 9208. 
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was a joint venture, the consensus of opinion was that the Tax 
Court held that the joint operating agreement created a partner- 
ship. 

The immediate cause,** then, for the passage of section 761(a) 
was the Bentex decision. For, if the Tax Court were correct, then 
not only was there judicial sanction for the Treasury’s position 
in considering such operating agreements as creating partnerships, 
but there might be little legal basis for qualifying them by not sub- 
mitting a complete partnership return or not filing Form 1065 
altogether. 

And so section 761(a) was enacted in this atmosphere. One can 
say that the period from I.T. 2749 to section 761(a), viz., 1934 to 
1954, was characterized by considerable ambivalence. Government 
and the oil and gas industry, starting from differing conceptions, 
arrived at different conclusions. Hach time, however, they were 
compelled to be pragmatic. Legal conclusions as a result of the 
classification were modified to fit the facts about the nature of 
the oil and gas agreement in a series of mutual accommodations. 
In order to follow this effect and to understand its import vis-d- 
vis section 761(a), we now turn to the nature of the operating 


agreement. 
Om anp Gas Oprratinc AGREEMENTS 


Oil was first produced in Pennsylvania in 1859. In the course of 
time oil production moved West. The courts originally categorized 
it by analogy, comparing it variously to ferae natuwrae—wild ani- 
mals, flowing water, and solid minerals. From the beginning the 
nature of ownership of oil and gas beneath the surface of the earth 
produced a number of theories. Actually, none of the analogies 
quite fit. Oil is fulginacious, unlike solid minerals. On the other 
hand, it does not flow freely like water, nor can it flee like beasts of 
the forests. Oil and gas are located in oil-bearing sand and rock in 
the form of a pool or reservoir which is generally larger than the 
unit of ownership of the land upon the surface. 

The method of production generally begins by the owner of the 
fee granting a lease to others of the sub-surface for the develop- 
ment and production of oil and gas, generally reserving a part of 


51 Collie and Driscoll, supra note 43, at 795, indicate that the purpose of section 
761(a) was to dull the sting of Bentex; see also, Intangibles Deduction Related to Co- 
Owned Leases under the 1954 Code, 4 O1L AND Gas Tax Q. 126 (1955). 

521A SuMMERS, THE LAw oF OIL AND GAs § 62 (Perm. ed. 1954); 2 THorNToN, THE 
Law oF OIL AND GAs § 42 (Willis 5th ed. 1932). 














1956] OIL AND GAS PARTNERSHIPS 59 


the production, usually one-eighth, as royalty plus bonus.™ In this 
way the risk of loss, in the event of a dry hole or otherwise, is not 
borne by the fee owner. Commonly, upon the cessation of produc- 
tion in commercial quantities, the lease terminates and all rights 
thereunder revert to the lessor. 

Since oil was fulginacious, could there be ownership of oil in 
place, or could there be no property in it? Conceptual difficulties 
suggested a third view, i.e., qualified ownership of the oil in place.™ 

Whatever the theory of ownership, it was felt that he who 
drilled a well was entitled to all the oil it produced, even if some 
of it came from adjoining tracts. Thornton writes, ‘‘A landowner 
cannot enjoin an adjoining landowner from drilling on his own 
land, on the ground that by so drilling he may draw oil from his, 
the plaintiff’s land.’’ ** According to Hardwicke, ‘‘The owner of a 
tract of land acquires title to the oil or gas which he produces 
from wells drilled thereon, though it may be proved that part of 
such oil or gas migrated from adjoining lands.’’ *® 

A corollary was the offset drilling rule. ‘‘ An owner of land which 
is being drained by the operation of wells on neighboring lands 
cannot enjoin the further operation of the offending wells, and can- 
not recover damages from the operator thereof, but must protect 
his lines as best he can by producing from offset wells drilled on 
his own land.’’ ** 

The basis for the offset rule in the beginning was the inability to 
measure accurately the amount of oil taken from the adjoining 
tract so that damages could not be estimated. This theory was criti- 
cized. Later, conservation measures, spacing of wells, proration, 
unitization, etc. have largely supplanted the offset rule.** Indeed, 
modern scientific methods of computing reserves make the basis of 
the offset rule untenable. While the law or rule of capture is still 
extant,” its effect has been attenuated because conservation meas- 
ures would also apply to and affect the first oil-producing tract. 


53 2 THORNTON, op. cit. supra note 52 §§ 75 and 76, 124, 125, ‘‘On oil the royalty is a 
share of the production; on gas it is usually a fixed sum for each well where the gas is 
utilized. ... A lease is but a conveyance of an interest or estate in realty.’’ 

542 THORNTON, op. cit. supra note 52 § 44; 1 SumMERs, op. cit. supra note 52 § 62. 

55 2 THORNTON, op. cit. supra note 52 § 177, 308. 

5¢ Hardwicke, The Rule of Capture and Its Implications as Applied to Oil and Gas, 13 
Texas L. Rev. 391, 393 (1935). 

57 Ibid. 

58 Hardwicke, supra note 56, at 405; Shank, Present Status of the Law of Capture, 
SixtH ANNUAL INSTITUTE ON OIL AND GAs LAW AND TAXATION 257 (1955). 

59 Shank, supra note 58, at 321: ‘‘In its present status of ‘peaceful co-existence,’ the 
virility of the law of capture in a particular state depends on the extensiveness of the 
conservation laws of such state.’’ ; 
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Nevertheless, it is to the law of capture and to tenancy in com- 
mon that we must look for the origins of oil and gas operating 
agreements. While there is no co-tenancy between the owner of the 
surface and the owner of the minerals, being different estates in 
the land,® ‘‘one co-tenant of land has the right himself to operate 
the land for oil and gas without the consent of his co-tenant.’’ ™ 

Because of the law of capture, a co-tenant had the right to save 
his adjoining tract owned in common from loss or injury. He could 
come in and produce offset wells on the entire property if his co- 
tenants did not join him. If his entry were rightful, he would pay his 
co-tenants their share of the profits, bearing the risk of loss him- 
self. However, if the well produced, he was entitled to a contribution 
for his expenses out of the proceeds of production.” Jones writes 
that the right of the co-tenant to produce without consent is the 
rule of all oil-producing states except Illinois, West Virginia, and 
Louisiana, where production without consent constitutes waste.® 

While actual or threatened drainage of the common property 
comprised the fact-situation in most cases, Jones takes the position 
that this is not an essential element of the no-consent rule since 
the rule has been applied to solid minerals.™ Be that as it may, the 
law of capture, with its freedom from liability for drainage,® pro- 
vided cogent factual reason for protection of the common property 
from drainage without the consent of the co-tenant. 

The no-consent rule highlighted, as it were, some of the com- 
plexities of production by co-tenants. Different owners of undivided 
interests could lease to separate lessees, the terms and provisions 
of each lease being distinct. Different delay rentals and contribu- 
tions would arise under each lease. On the other hand, where undi- 
vided interests in a single estate were leased jointly but there was 
a single delay rental, disadvantages would arise unless there were 
cooperative development.” 

Because of such difficulties, oil and gas operating agreements 
were developed. Barnhill writes, ‘‘ ‘Joint operation’ is the term 
generally used to refer to the procedure whereby co-owners of min- 


60 2 THORNTON, op. cit. supra note 52 § 440, 752. 

61 Id. § 433, 737. 

6231A Tex. Juris. § 11, 36 (Tucker ed. 1947); Jones, Problems Presented by Joint 
Ownership of Oil, Gas and Other Minerals, 32 Trxas L, Rev. 697 (1954). 

63 Jones, supra note 62, at 708; cf. Hardwicke, supra note 56, at 403. The law of 
capture, however, is recognized in all states and is not changed or modified in any way 
by the prevailing rule as to ownership of the oil in place. 

64 Jones, supra note 62, at 710. 

65 31A TEX. JURIS. § 9, 32 (Tucker ed. 1947). 

66 Jones, supra note 62, at 715. 
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eral properties agree upon the development and operation of such 
properties by one or more co-owners for the benefit of the other 
co-owners.’’ “ Later, this was extended to oil pools by means of 
unitization.** Essentially the concept was the same. ‘‘ A unitization 
agreement, involving many owners over an extremely large area, 
represents merely an extension of the joint operating agreement 
idea.’’ ® 

Actually, the mode of operation under the operating agreement 
is for one co-owner to produce as common agent and then to have 
the oil sold and delivered to the pipeline company under division 
orders, whereby the latter is billed and remits directly to each co- 
owner for his proportionate share; the common agent then bills 
each co-owner for his proportionate share of expenses. Hence, the 
effect is to reserve the right to take the mineral in kind and, indeed, 
to do so.” 

Since ‘‘. . . much of the production of oil and gas is obtained 
through joint operating agreements ... ,’’™ its classification as- 
sumes great importance to the courts, the oil and gas industry, and 
the Internal Revenue Service. 

First, it must be remembered that the operating agreement is a 
form of oil and gas lease, which has been variously classified as 
mineral estate, profit 4 prendre, chattel real and otherwise.” Sum- 
mers explains that the piecemeal classification of oil and gas 
leases has resulted in confusion and misunderstanding.” He states, 


67 Barnhill, supra note 46; Jones, supra note 62, at 717, believes that the better term 
is ‘‘operating agreements’’ because ‘‘The use of the word ‘joint’ is objectionable be- 
cause it seems to indicate a type of joint control of operations which most operating 
agreements seek to avoid.’’ It is believed that Jones is correct and so the term has been 
designated, wherever possible, as ‘‘ operating agreement.’’ 

681A SUMMERS, op. cit. supra note 52 § 104, 275; Brabson, Current Tax Problems 
in the Field of Unitization in SEVENTH ANNUAL INSTITUTE ON OIL AND GAs LAW AND 
TAXATION 627, 657 (1956) ; Weatherly, supra note 48. 

69 Hill, supra note 49, at 330. 

70 See, Jackson, Tax Problems of Oil and Gas Partnerships (Subchapter K) in StxtH 
ANNUAL INSTITUTE ON OIL AND GAS LAW AND TAXATION 441, 469-477 (1955); Judge, 
supra note 29, at 460. 

71 Hill, supra note 49, at 329. 

722 THORNTON, op. cit. supra note 52 § 80, 130 et seq. See 1A SUMMERS, op. cit. supra 
note 52, e.7 (Legal Interests Created by Oil and Gas Leases). Summers takes the 
position (§ 153, 382) that ‘‘Perhaps sometimes courts and legislatures will recognize 
the fact that oil and gas ieases are different from other forms of contracts and con- 
veyances, and that the interests created by them cannot be properly classified under com- 
mon interests in property, and will speak of such interests as the interests of an oil and 
gas lessee, as most of them now speak of a mortgagee’s interest, after centuries of trying 
to call it something else.’’ 

731A SUMMERS, op. cit. supra note 52 § 153, 379, indicates that this confusion and 
misunderstanding arise as a result of the piecemeal classification -of oil and gas. 
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‘‘These cases ... demonstrate the utter futility of attempting to 
classify the oil and gas lessee’s interest on the basis of common 
law interests in land.’’ ™ 

Again, after the development of the common law mining part- 
nership for solid minerals, it was not difficult to include operating 
agreements in this category. Thornton writes: ® 

.. . If the co-owners of land, or a lease for oil and gas development join 
hands to develop the premises for oil and gas, or to develop the leased prem- 
ises under the lease they own jointly, then the relationship created is one of 
mining partnership. 

Unfortunately, the term ‘‘joint adventure’’ was often used as 
synonymous with ‘‘mining partnership.’’ In a leading decision on 
mining partnership in Texas, the Court stated: 


It is well settled by many decisions of the courts of this state that a min- 
ing partnership, sometimes referred to as a joint adventure, may be created 
by express contract and it may also be created as a matter of law, without 
an express contract, by the joint ownership and joint operation of the enter- 
prise. ... 

In Texas, then, it is also referred to as a joint venture even though 
it may be formed by operation of law. 

According to Summers, the two tests of a mining partnership 
are common ownership of mineral interests and actual joint opera- 
tion of the property of the co-owners.” Consequently, delectus per- 
sonae, or choice of associates, is absent in a mining partnership. 
A transferee becomes a member of the partnership merely by con- 
tinuing in the joint operation of the property. Hence, death, with- 
drawal, or transfer does not dissolve the relationship. Nor does dis- 
solution result upon bankruptcy or assignment of an interest. 

This relationship arose out of the customary law of mining com- 
munities of the West. Lawyers were not particularly welcome. In 
effect, the miners elaborated their own relationship.”* Of this, the 
Supreme Court says: ” 

Mining partnerships are distinct associations, with different rights and 


liabilities attaching to their members from those attaching to members of 
ordinary trading partnerships, exist in all mining communities; .... Asso- 


74 Id. § 153, 381. 

752 THORNTON, op. cit. supra note 52 § 658, 960. See his ec. XVIII (Mining Partner- 
ship). 

76 Smith v. Rampy, 198 S.W.2d 592, 594 (Tex. Civ. App. 1946). 

774 SuMMERS, THE Law oF OIL AND GAS, c. 24 (Mining Partnership) 139-173 (Perm. 
ed. 1938). 

78 See, COSTIGAN, AMERICAN MINING Law ec. 1, 2-8, concerning the origin of American 
mining law. 

79 Kahn v. Smelting Co., 102 U.S. 641, 645-646 (1880). 
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ciations for working mines are generally composed of a greater number of 
persons than ordinary trading partnerships. . .. The delectus personae which 
is essential to constitute an ordinary partnership, has no place in these min- 
ing associations. 


Jones characterizes it as a cross between a tenancy in common and 
a partnership which, with respect to death or transfer, closely re- 
sembles a joint-stock association.” 

Thornton, however, makes this point: ** 


There is a distinction, often very obscure, between joint adventure and a 
partnership and a mining partnership; and this must be carefully under- 
stood in determining the liabilities of persons parties to the contract or 
undertaking in mining propositions. . . . To constitute a joint adventure, 
there must be cooperation among the parties, and each agrees to pay his 
part of the expenses and share the profits and losses. 


Yet the supplement to this very volume speaks of a ‘‘mining part- 
nership or joint venture,’’ and ‘‘a mining partnership sometimes 
referred to as a joint adventure’’! * 

Finally, Texas Jurisprudence states: * 


. .. Joint owners of an oil and gas lease may contract for the operation 
of the lease by one of them and for the operator, in the event of success, to 
pay to the other joint owner his portion of the proceeds of the sale of oil and 
gas less the expense of finding it, without creating a joint adventure or min- 
ing partnership. 


To the above should be added the fact that co-tenants under a 
lease are often investors groups who are so widely scattered and 
unknown to each other, as to necessitate the counterpart execution 
of such leases.* 

The foregoing tends to explain that no matter what position is 
taken as to classification, there is some basis for such position. The 
origins of the operating agreement are in tenancy in common, so 
that one can argue that that relationship governs.* It was not illogi- 
cal for the Bureau to adopt the view that such agreements could be 
classified as joint ventures and hence partnerships after 1932.% 
There was also sufficient history justifying the Treasury’s shift to 


80 Jones, Mining Partnerships in Texas, 12 Texas L. Rev. 410 (1934). 

81 2 THORNTON, op. cit. supra note 52 § 662, 964-965. 

82 Id. § 658, 101 (1953 Supp.). 

83 31A TEx. JURIS. § 492, 854 (Tucker ed. 1947). 

84 Jones, supra note 62, at 697. 

85 Brabson, supra note 68, at 661; Jackson, supra note 70, at 472. 

861.T, 2749, XITI—1 Cum. Buu. 99 (1934); I.T. 2785, XIII—1 Cum. Buu. 96 
(1934) ; I.T. 3930, 1948—2 Cum. BuLL. 126; I.T. 3948, 1949—T Cum. Bout. 161. 
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the position that the operating agreement possessed key character- 
istics of the mining partnership, which in certain instances could 
be classified as an association and in others as a qualified partner- 
ship. Congress, too, could in 1954 consistently classify the operat- 
ing agreement as creating a partnership and provide an election to 
treat the same, in effect, as a tenancy in common.” The oil and gas 
industry has all along maintained that the operating agreement is 
a tenancy in common.* In the science of psychology, we tend to see 
what we want to see. But the demands of the science of law are 
more rigid. No matter how inconsistent the underlying theories and 
conceptions, society demands a certain measure of certainty if 
business and other relationships are to be carried on in an orderly 
fashion. 

In this respect, the overriding consideration was that the trans- 
action as it affected the co-owners was as a matter of fact char- 
acterized by simplicity. All the co-owner did was to receive a check 
from the pipeline company for his share of the oil and to pay the 
operator his proportionate share of expenses. To involve him in 
intricacies of partnership tax law,*® including contributions and 
distributive shares, returns, etc., did not make sense. Therefore, 
the Bureau accommodated itself to the factual pattern by means of 
the various rulings in 1934 and 1948-1949, permitting the attach- 
ment to Form 1965 of a schedule by co-owners showing receipts 
and expenses and the proportionate share of each owner. What 
Driscoll wrote about the Regulations to section 761(a) would ap- 
pear to apply to this period as well: * 


... The regulations reflect an appreciation on the part of the Treasury 
of the problems of businessmen and a willingness to eliminate tax red tape 
where it serves no legitimate purpose. 


However, appreciation of the problem and a willingness to cope 
with the same do not necessarily mean that the methods are the 
best or that the desired results will follow. We now turn to section 
761(a) and the Regulations concerning same for a consideration of 
effects. 


87 ILR.C. § 761(a) (1954). 

88 Brabson, supra note 68, at 629. 

89 Jackson, supra note 70, at 475: ‘‘The filing of a partnership return reporting the 
income, expense, depreciation and depletion of each of the several co-owners is an im- 
possible task.’’ 

90 Driscoll, Major Points of Impact of the New Partnership Regulations in UNIVERSITY 
or SOUTHERN CALIFORNIA EIGHTH ANNUAL Tax INSTITUTE 195, 231 (1956). 
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Section 761(a) 


The definition of partnership in federal income taxation is 
broad.” By its very terms it includes a syndicate, group, pool, and 
joint venture not otherwise taxable as an estate, trust, or corpora- 
tion. In effect, it includes any associational activity not classifiable 
as an association taxable as a corporation. The scope is any busi- 
ness, financial operation, or venture through or by means of which 
the activity is carried on. Then, by the doctrine of ejusdem generis, 
‘for other unincorporated organization’’ is intended as a general 
catch-all clause to encompass categories like the specific groups 
previously enumerated, 1.e., partnership, syndicate, group, pool, 
and joint venture. 

The technique of section 761(a) is to broaden the concept of the 
partnership definition by inclusion and then to offer an election for 
exclusion of some or all of the items included. This is done by the 
second sentence of the paragraph which, after setting forth the 
partnership definition in the first sentence, reads: *” 

... Under regulations the Secretary or his delegate may, at the election of 
all the members of an unincorporated organization, exclude such organiza- 
tion from the application of all or part of this subchapter, if it is availed of— 

(1) for investment purposes only and -not for the active conduct of a 
business, or 


(2) for the joint production, extraction, or use of property, but not for 
the purpose of selling services or property produced or extracted, 


if the income of the members of the organization may be adequately deter- 
mined without the computation of partnership taxable income. 

The language of section 761(a)(1) and (2) makes it clear that 
the election is not available for the classic partnership. The Uni- 
form Partnership Act defines a partnership as an association of 
two or more persons as co-owners to carry on a trade or business 
for profit.®* It carries on an active business and has a purpose of 
resale for joint profit of property produced or extracted. Unlike 
the trust, which may be taxable as an association because it is cre- 
ated for business purposes, the classic partnership, by definition, 
is formed for business. Unless it conducts its business by repre- 
sentative management, uninterrupted by death or transfer,” it will 


91 I.R.C. § 7701(a) (2) (1954): ‘‘The term ‘partnership’ includes a syndicate, group, 
pool, joint venture, or other unincorporated organization, through or by means of which 
any business, financial operation, or venture is carried on, and which is not, within the 
meaning of this title, a trust or estate or a corporation; ....’’ 

92 T.R.C. § 761(a). 

98 UNIFORM PARTNERSHIP ACT § 6(1). 

94 Reg. 111, Sec. 29.3797-—4. 
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be taxed as a partnership with respect to which, by its very terms, 
section 761(a)(1) and (2) is inapplicable. Thus, the purposes and 
activity of the ordinary partnership exclude it from the purview 
of section 761(a) (1) and (2). 

If the second sentence of section 761(a) means what it says, there 
can be little doubt that Congress has included certain joint activi- 
ties under section 761(a) (2) which did not have a joint profit objec- 
tive on resale. Generally, joint purchases for individual account 
without the creation of a coagulation of interests in a joint res have 
been held not to constitute a partnership or joint venture.” ‘‘ Joint 
production, extraction, or use of property,’’ the language of the 
statute, might by its very terms constitute co-tenancy, mining part- 
nership, partnership, joint venture, or, indeed, some other category. 

Actually, section 761(a)(2) must be read to include the adminis- 
trative gloss of the earlier rulings, I.T. 2749, 2785, 3930, and 3948, 
that is, Congress had oil and gas operating agreements in mind. 
Since under the rulings the oil and gas operation had been treated 
as a qualified partnership to be accorded as little partnership red 
tape as possible because of the simplicity of its economic pattern, 
Congress would permit such oil and gas operations to do what the 
Bentex decision seemed to endanger by holding that the operating 
agreement at issue constituted a partnership.” 

Exactly what the intent was for the inclusion of section 761(a) (1) 
is nowhere made clear. The Treasury rulings did not concern in- 
vestment. Congressional Committee hearings prior to passage of 
the 1954 Code are silent on this. Its meaning can be gauged only 
from the context of the Regulations with respect thereto. Appar- 
ently the Commissioner has in mind the same tests as for section 
761(a)(2), which he denominates ‘‘operating agreements.’’ Under 
the Regulations investments qualify if there is no active conduct of 
a business for joint profit, co-ownership, and delegation of author- 
ity to buy, sell, or exchange the investment property for not more 
than one year, and each co-owner reserves the right to reserve or 
dispose of his share separately.”*® 

Investment, then, was included as a separate category, but sub- 
ject to the same tests as operating agreements.” This much is clear 
—section 761(a)(1) and (2) are set out in broad terms. The pro- 


95 See this writer’s analysis in Taubman, What Constitutes a Joint Venture, 41 
CoRNELL L.Q. 640, 644 (1956). 

96 Note 86 supra. 

97 Bentex Oil Corporation, 20 T.C. 565 (1953). 

98 Reg. See. 1.761-2 (ii). 

99 Cf. Reg. See. 1.761-2 (iii). 
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visions of subdivision (2) are not limited to oil and gas operating 
agreements. They appear on their face to be valid for solid min- 
erals. Read literally, they may apply to any joint production, ex- 
traction, or use of property which qualifies under the tests of the 
statute and Regulations. 

If this be so, then the statutory scheme becomes apparent. In- 
vestment as a method of passive business has generally been suf- 
ficient to take a trust out of the association category and therefore 
not taxable as a corporation, since investment purpose is not active 
business purpose.’” Investment not in the form of an association 
or a trust might be in a form classifiable under the partnership 
definition. As with oil and gas operating agreements, there is a twi- 
light zone between partnership classification and tenancy in com- 
mon. Government and the oil and gas industry have been in dis- 
agreement for almost a quarter of a century about this.’ Congress 
thus attempted to establish a workable formula which would be 
valid not only for oil and gas, but all types of operating agree- 
ments, as well as the related and equally difficult field of investment. 

In this respect, it is doubtful whether a constitutional argument 
against the statute, to the extent that it provides an exclusion of all 
of Subchaper K, would have any merit. It has been suggested that 
Congress cannot, by legislative fiat, change facts. Brabson has writ- 
ten with respect to the section, that ‘‘if in point of fact a unitized 
operation is in legal effect a tenancy in common and not a partner- 
ship, can Congress make a partnership out of it just by calling it a 
partnership?’’?°? The answer would seem to be that legal criteria, 
the sum and substance of classification, are generalizations derived 
from examination of particular factual situations. Whether a spe- 
cific transaction constitutes a tenancy in common or a partnership 
is a mixed matter of fact and law. The Supreme Court might 
well hold the section constitutional to the extent that it excluded 
all of Subchapter K, that is, there may be a finding that the term 
‘*partnership’’ does not encompass all co-tenancies. On the con- 
trary, however, the Court may hold that the statute includes co- 
tenancies plus sufficient joint activity to be included in the partner- 
ship classification, that is, the section may be interpreted to give a 
narrow meaning to co-tenancies but not to eliminate them as a legal 
relationship. Sanction for this is accorded by the Regulations with 


100 See the writer’s note, Taubman, The Land Trust Taxable as Association, 8 Tax L. 
Rev. 103, 116-117 (1952). 

101 That is, from 1934, after the promulgation of I.T. 2749, to date. 

102 Brabson, supra note 68, at 653. 
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respect to the section: ‘‘ Mere co-ownership . . . does not constitute 
a partnership.’’ 1° 

What may be objectionable, constitutionally, is so much of the 
statute which provides for an election to exclude part of Subchap- 
ter K. One can argue that there is sufficient substance to the rest of 
the statute to permit the promulgation of regulations with reason- 
able standards that would stand the test of due process. With re- 
spect to exclusion of part of Subchapter K, what does it mean? It is 
submitted that this provision and the Regulations thereunder may 
be invalid. There are no ascertainable criteria to guide the tax- 
payer. There are no standards except the provision in the Regula- 
tions that the Commissioner must approve what is proffered before 
the election is permitted as to exclusion of part of Subchapter K. 
Suppose an unincorporated organization wishes to exclude only 
section 751, which prohibits collapsing a partnership for capital 
gains. By electing to exclude all of the Subchapter, such an organ- 
ization is subject to rules of the Code other than the partnership 
provisions. Offhand, it would seem unfair to permit exclusion only 
of collapsible partnership provisions and retention of others. This 
might permit a taxpayer to have his cake and eat it. One can assume 
that the Commissioner would prohibit such an election. But what 
standards are available for exclusion or inclusion of parts of Sub- 
chapter K? 

This is unlike section 704 which permits determination of a part- 
ner’s distributive share by the partnership agreement. Not only 
are the Regulations replete with illustrations, but the statute itself 
furnishes an objective test. The partnership agreement, unless it is 
calculated to evade taxes or is unjust on its face, is a tangible 
method of judging the relationship of the partners as to distribu- 
tive share. 

Here, who knows what sections of Subchapter K may be excluded 
or included, and why? The provision for exclusion of part of Sub- 
chapter KX seems to have no basis in predictability and certainty. 
Instead of a Code which provides systems of taxation for corpora- 
tions, trusts, partnerships, and individuals, it spawns a new system 
for certain unincorporated organizations, based upon chance selec- 
tion from a multitude of partnership sections and subject to the de- 
cision of the Commissioner who himself has set forth no ascertain- 
able standards as to which it is doubtful whether he can do so. 

With respect to election as a whole, criticism has been made of 
the statute’s requiring positive election by all the members, on the 


108 Reg. Sec. 1.761-1 (Terms Defined (a) Partnership; (1) In general). 
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ground that it may become a blackmail clause in the hands of a 
recalcitrant minority.‘ Questions have also been raised over the 
wording of the statute which indicates that the Commissioner’s ap- 
proval is permissive.’® Finally, questions have been raised about 
the simplicity of the computation of income if the underlying rec- 
ords are complex.’ 

The only real problem is presented by the provision as to elec- 
tion by all the members. The Regulations have set forth almost a 
mechanical formula for approval where an election is made to ex- 
clude all of Subchapter K. Since the intent of the statute is reme- 
dial, the Commissioner will no doubt be liberal in his interpretation 
about underlying records. Administratively, there should be little 
difficulty in effectuating this provision. 

It is submitted that the election provision plus the broad scope 
of section 761(a)(2) make the statute in its present form unwieldy 
in certain respects. Unlike section 1361, which imposes a qualifica- 
tion that election by the partners of a partnership to be taxed as a 
corporation is limited to a partnership consisting of not more than 
50 individual members,’™ section 761(a) imposes no such limitation. 
By its very nature a section 761(a)(1) or (2) organization is a 
form of co-ownership which, by means of the election, is to be 
treated as such. Investment groups and oil and gas operating ven- 
tures may well have co-owners in excess of 50. Since making the 
election is not limited to the year of organization of the enterprise, 
when unanimity could be secured by means of a clause in the articles 
of agreement consenting to an election,’ affirmative consent would 
be required if an electing clause were not so incorporated or if the 
agreement were oral. In that event, a few recalcitrant members of 
the organization could withhold consent at a price. The chances of 


104 Intangibles Deduction Related to Co-Owned Leases under the 1954 Code, 4 Om AND 
Gas Tax Q. 132 (1955): ‘‘ However, a literal interpretation of Sec. 761(a) may require 
a conclusion that a co-owner uncooperative in the exercise of the necessary election can 
force, against their collective wills, partnership membership on the other co-owners.’’ 

105 Lipscomb, Oil and Gas Under the New Law, 33 Taxes 289 (1955). 

106 Tbid. 

107 Cf. England: ‘‘By the Companies Act of 1948, a private partnership cannot be 
formed of more than ten persons for banking, or twenty for any other business.’’ (PoL- 
LOOK, PARTNERSHIP 11 (Gower ed. 1952)). There is a limit of 50 members, excepting 
employees, however, to the private company which by its articles, restricts the right to 
transfer its shares and prohibits public subscription (PALMER, Company Law c. XXXV, 
364-372 (Topham ed. 1942)). 

108 ‘* Hach and all of the parties hereto agree hereby that this agreement shall not 
constitute a partnership under the Internal Revenue Code and specifically elect that none 
of the provisions of Subchapter K of the 1954 Internal Revenue Code shall be appli- 
cable to the agreement.’’ (Collie and Driscoll, supra note 43, at 799). 
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this are greater where the consents required are more numerous. 

Another drawback of the statute is that it purports to cover more 
than it should. Section 761(a)(2) refers to ‘‘joint production, ex- 
traction or use of property.’’ The Regulations do not define these 
terms. They merely denominate the provisions with respect thereto 
as ‘‘operating agreements.’’ Yet the nub of section 761(a)(2), as 
indeed of section 761(a)(1), as interpreted by the Regulations, is 
that the members of the unincorporated organization must reserve 
a right to take their share or interest in kind and that there is no 
resale for a joint profit objective. Despite the broad language of 
section 761 (a)(2), to what groups might it apply? As a practical 
matter, marketing of jointly produced, extracted, or used proper- 
ties must be limited to fungibles if sales are to be made in any de- 
terminable form for the account of each member. Oil and gas defi- 
nitely fit into this category. What else? Presumably solid minerals, 
like uranium, if (and the proviso is a big if) a purchaser would be 
willing to remit to co-owners pursuant to division orders. 

It is submitted that the desired relief can be achieved directly 
rather than circuitously. Section 761(a) in its present form might 
be constitutionally objectionable with respect to election to exclude 
part of Subchapter K. The first sentence, which defines ‘‘ partner- 
ship’’ is merely repetitious of section 7701(a) (2) and by itself adds 
nothing. The difficulties as to election by all the members and the 
broad scope of section 761(a)(2) may be avoided by a new section 
reading : 

Operating agreements and investment whereby the members of the organ- 
ization own the property as co-owners, reserve the right to retain their share 
or interest in kind, and engage in joint production, extraction, or use of 
property with no joint profit objective, except that appointment of a com- 
mon agent to buy, sell or exchange the property for a period of not more 
than a year shall not be considered a joint profit objective under this sec- 
tion, shall be deemed co-owners for the purposes of this title. 

Such a provision might be a new subsection to section 7701, which 
sets forth the definitions governing the Code. Regulations could 
then make clear that operating agreements like those now extant in 
oil and gas would be governed by the section. Filing provisions 
could use the simple techniques set forth by the Regulations now 
with respect to section 761(a). Thus no election would be necessary. 
Moreover, those wishing to avail themselves of Subchapter K could 
do so by organizing their venture as a partnership in the first place. 
They could then order their affairs to meet their particular require- 
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ments by use of the partnership agreement under section 704.*° 
Another way would be to act as partners in fact. Regardless of any 
agreement, if co-owners carried on with a joint profit objective with 
sufficient business activity, they would become partners.’”” 


CoNCLUSION 


The oil and gas operating agreement is sui generis. Its tortuous 
history in internal revenue indicates that it has been put into many 
categories, none of them satisfactorily. Efforts have been made on 
all sides to take it out of the penumbra of the partnership defini- 
tion. Experience has proven that it cannot be done effectively by 
means of conceptions that are devoid of meaning. The term ‘‘quali- 
fied partnership’’ as a conception has never been explained, nor 
has it been reduced to a workable category of legal relationships. 
It should be discarded. The logic of Flagg’s position that it takes 
only a little joint activity to make a tenancy in common something 
else 14 can be maintained mainly because of the broad scope of the 
Code definition of partnership. One can argue endlessly as to which 
unincorporated organizations fall into the shadow zone of partner- 
ship and tenancy in common. 

Congress, and before that, the Treasury, recognized that what is 
essentially a simple form of unincorporated organization should be 
accorded simple tax treatment. Section 761(a) is a step in the right 
direction and is commendable. Nevertheless, if the oil and gas oper- 
ating agreement can be treated as a co-ownership, why not carry 
this step to its logical conclusion by placing it in this category in 
the first place? 7” 


109 T.R.C. § 704(a) (1954): ‘‘A partner’s distributive share of income, gain, loss, 
deduction, or credit shall, except as otherwise provided in this section, be determined 
by the partnership agreement. ’’ 

110 Reg. Sec. 1.761—1(a) (1): ‘‘Tenants in common, however, may be partners if they 
actively carry on a trade, business, financial operation or venture and divide the profits 
thereof.’’ 

111 While Brabson (supra note 68, at 630) considers the operating agreement sui 
generis, Flagg takes the position that ‘‘Tenants in common cannot start operating 
together without forming a partnership.’’ (supra note 45, at 463). 

112 Brabson, supra note 68, at 661: ‘‘. . . it has never been the intent of Congress to 
treat tenancies in common or joint tenancies as partnerships. ’’ 











Corporate Contingent Income: 
A Case of Tax Planning 


TOBIAS WEISS 


CS ain income often depends for its realization on the hap- 
pening and consummation of various contingencies. Such situa- 
tions are well adapted during the intervening period of uncertainty 
to an application of the tax planning process, designed to reduce 
the tax cost accompanying a favorable resolution of the contingen- 
cies. The basic considerations involved, the problems presented, 
and the paths for effective tax planning are suggested by the case 
of a typical corporation asserting a controversial claim. 

X Corporation is a closely-held enterprise. For a ten-year period 
it paid a customs duty on certain imports at a rate accepted by 
members of its trade. It was consistently in the highest income tax 
brackets and obtained full tax benefit from the deductions afforded 
by the payment of customs duties. Beginning in 1950 and for suc- 
ceeding years it contested the Government’s classification of the 
imported item, claimed that lower duty was applicable, and filed 
timely claims aggregating $100,000. Other importers did likewise, 
and two of them brought suit for refund based on the issue of classi- 
fication. Conflicting decisions have been reached in these cases on 
the trial level, and they are pending on appeal. In the meantime, 
the Government is taking no action on the claims of X Corporation. 

X Corporation is fearful lest success with the customs claims be 
cancelled largely by a repayment to the Government in the form 
of income tax. What can be done to improve the chances for effec- 
tive retention of an increased portion of the refund proceeds should 
the claims be granted? 

Preliminary analysis. Three basic considerations become promi- 
nent upon preliminary analysis. The first is that the refund claims, 
if successful, will produce taxable income.’ At present the claims 
are still subject to substantial contingency and represent no more 


Tobias WEISS is a member of the Connecticut and New York Bars and a Revising 
Editor of MERTENS, LAW OF FEDERAL INCOME TAXATION. 
1 Mim. 3958, XI-2 Cum. BuLu. 33 (1932); First Nat’l Bank of Lawrence County, 16 
T.C. 147 (1951) ; cf. Mim. 6444, 1949-2 Cum. BuL. 11. 
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than potential income. Secondly, any satisfactory plan must seek 
to reduce the ‘‘double tax’’ levied on income of a corporation before | 
it can be enjoyed by its stockholders.” And lastly, there are only two 
basic alternatives available from a tax standpoint. X Corporation 
can either retain the claims or dispose of them. 

Retention of the claims. On investigation, retention of the claims 
would seem to offer little opportunity for tax reduction. No losses 
or other deductions of sufficient magnitude are anticipated to neu- 
tralize receipt of the refund proceeds. The tax benefit theory, under 
which refund recoveries might be excluded from income if the ini- 
tial deductions for the customs payments had not given rise to tax | 
benefit,’ is inapplicable because in fact there has been such benefit. 
There is no statutory authority for a retroactive adjustment of in- 
come tax through a throw-back of the refunds to prior years.* And 
even if there were, elimination of the original deductions for the 
customs payments would bring an income tax increase in earlier 
years which would at least cancel the advantage of not reporting 
the refunds when received. The Government’s insistence on levying 
a tax on the refund receipts while customs duties in earlier years 
as to which the period of limitations has run are retained, may 
seem inequitable, but there is no situation presented for which the 
limitations bar is lowered.® And existing law lends no encourage- 
ment to equitable recoupment through offset of the barred customs 
duties against income tax on the refunds.® 


2 Tax planning in such a situation must take into consideration the tax both on the 
corporation and its stockholders. Here the corporate tax would amount to $52,000. If the 
balance of $48,000 were received by six stockholders, each being in the 30 per cent bracket, 
they would have an aggregate dividend exclusion of $300 plus a dividends received credit 
of $1,908, resulting in a tax cost to the stockholders of $12,402 ($14,310—$1,908). 
The proceeds left for the stockholders would be only $35,598. There may be a varying 
opportunity to delay the ‘‘second’’ tax. Extended delay in the case of X Corporation, 
in view of its earned surplus position, entails a risk of an accumulations surtax under 
I.R.C. §§ 531-537 (1954). 

8 T.R.C. § 111 (1954) ; First Nat’l Bank, 22 T.C. 209 (1954) ; Lexmont Corp., 20 T.C. 
185 (1953) ; Birmingham Terminal Co., 17 T.C. 1011 (1951). 

4 See Bartlett v. Delaney, 173 F.2d 535 (1st Cir. 1949); Bird v. United States, 141 F. 
Supp. 569 (D.Mass. 1956) ; Stanard-Tilton Milling Co., 3 T.C. 1026 (1944) ; 5 MerTEns, 
FEDERAL INCOME TAXATION § 27.53 (rev. ed. 1953). Recently a narrow exception was 
carved out by Pub. L. No. 384, 84th Cong., Ist Sess. § 3 (Aug. 12, 1955), adding section 
1342 to the 1954 Code, applicable to a recovery relating to deductions growing out of a 
patent infringement suit. Cf. I.R.C. § 1304, added by Pub. L. No. 366, 84th Cong., Ist 
Sess. § 1(a) (Aug. 11, 1955). 

5 Cf. I.R.C. §§ 1311-1314 (1954). 

6 See Rothensies v. Electric Storage Battery Co., 329 U.S. 296 (1946) ; Wood v. United 
States, 213 F.2d 660 (2d Cir. 1954); Rev. Rul. 55-226, 1955-1 Cum. Buu. 469. Cf. 
MeEachern v. Rose, 302 U.S. 56 (1937). 
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Disposition of the claims. The alternative course—disgorgement 
of the refund claims by the corporation so that it will not realize 
such income as may materialize—is therefore the only direction in 
which a plan might possibly be developed. The disposition may be 
made to stockholders, or non-stockholders, or varying combinations 
of both. The maximum opportunity for gain, from the standpoint 
of the stockholders, can be achieved through a disposition in which 
they participate to a substantial degree.’ To the extent that such a 
disposition can be worked out successfully, a large part of the in- 
come eventually realized would be withdrawn from the corporation 
and placed in the hands of the ultimate recipients without incurring 
the corporate tax; the income would be spread over a larger num- 
ber of taxpayers; and the top rate bracket in which it would be 
taxed might be appreciably lower than the corporate surtax rate. 

Two basic problems confront a corporate disposition of the 
claims. One, of a non-tax nature, results from the fact that the 
claims are against the Federal Government, bringing into consider- 
ation the so-called anti-assignment statute.* Despite the statutory 
language, the prohibtion against assignment of claims against the 
Federal Government is not absolute,® and a sound argument can be 
made that the statute does not prevent an assignment effective to 
vest contractual rights in the assignee against the assignor, even 
though the Government, if it should choose, might ignore the assign- 
ment.!° No difficulty is posed, of course, in this connection by the 


7 The attractive feature of a contingent income claim is the speculative opportunity 
for gain offered, and this opportunity is dissipated by disposing of the claim outside 
the corporate circle. There generally is no market for such claims, and the price obtain- 
able from a stray outsider is not likely to be adequate compensation for this loss of 
opportunity because of a tendency on the part of a prospective buyer to weight the risk 
of loss more than the chance of gain. A price measurable with precision is seldom avail- 
able for an uncertain claim, and the variance within a range of reasonable price is broad, 
depending to a large degree on subjective judgment and evaluation. To the extent a price 
in the upper limits of the range is obtainable from a non-stockholder, the resulting in- 
come in effect is largely retained by the corporation, much as though it had retained the 
claim, and continues to be exposed to the heavy impact of the ‘‘double tax.’’ 

8 65 Sra. 41 (1951), 31 U.S.C.A. § 203. 

9 Thus, an exception is made by the courts where a Government claim is transferred 
in the course of merger or complete liquidation of a corporation. Seaboard Airline Rail- 
way v. United States, 256 U.S. 655 (1921); Comm’r v. Henry Hess Co., 210 F.2d 553 
(9th Cir. 1954). 

10 See Martin v. National Surety Co., 300 U.S. 588 (1937); Lay v. Lay, 248 U.S. 24 
(1918); Thompson v. Comm’r, 205 F.2d 73 (3d Cir. 1953); Bank of California v. 
Comm’r, 133 F.2d 428 (9th Cir. 1943); California Bank v. United States Fidelity & 
Guaranty Co., 129 F.2d 751 (9th Cir. 1942) ; Continental Oil Co. v. United States, 62 F. 
Supp. 876 (Ct.Cl. 1945), cert. denied, 328 U.S. 847 (1946); In re Webber Motor Co., 
52 F.Supp. 742 (D.N.J. 1943); United States v. Certain Lands, 49 F.Supp. 962 (S.D. 
N.Y. 1943). 











76 TAX LAW REVIEW [Vol. 12: 


many claims which arise against private parties. Where the claim 
is against the Government, an eligible plan must take into account 
any such doubt that a disposition may not be effective. 

The second problem is whether the corporation can effectively 
rid itself of the claims for income tax purposes. The possibility 
that despite a disposition the corporation may be taxed on the 
refund proceeds in addition to those who acquire the claims “ must 
therefore be evaluated, with the aim of countering resulting uncer- 
tainty to the extent feasible. 

In examining these problems, three methods of disposition are to 
be considered: a dividend distribution, a liquidation, and a sale. 
Complete liquidation in the instant case, as in many others, entails 
some special objections. The business in fact is to be continued and 
not to cease, and there is no desire to lose the advantages of the 
corporate form, especially that of limited liability, even though 
substitutes of a more complex nature may be devised. Moreover, 
the business has been profitable, and liquidation would involve an 
income tax on the stockholders which they are reluctant to pay, 
even at capital gains rates,” particularly since there is no economic 
finality about the gain. 

In addition to the method of disposition, attention must also be 
given to certain characteristics of the refund claims. The claims 
consist of demands which, as a result of events occurring after they 
were first asserted, have increased in value. They are not, however, 
merely appreciated assets; they are items as to which deductions 
have been taken with tax benefit to the corporation. It can there- 
fore be expected that the Commissioner will endeavor, and the 
courts may agree, to seek some compensatory restoration to the 
corporation’s taxable income prior to permitting a disposition of 
the claims. 

Tax severance of the claims from the corporation. The general 
rule is that a distribution by a corporation of assets which have 
appreciated in value does not, by reason of the appreciation, pro- 
duce taxable income to the corporation. Where the distributed 
items reflect in their appreciation prior tax-benefit deductions taken 


11 If this were the result, a disposition of the claims would only accelerate the ‘‘ double 
tax’’ in bringing forward the time of tax on the stockholders. 

12 Distributions on liquidation are treated as made in exchange for the stock surren- 
dered (I.R.C. § 331 (1954)). 

13 General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935). See I.R.C. 
§ 311(a) (1954). To assure a similar result in the area of the Godley [213 F.2d 529 (3d 
Cir. 1954)] and Hirshon [213 F.2d 523 (2d Cir. 1954)] cases under the 1939 Code, see 
Pub. L. No. 629, 84th Cong., 2d Sess. § 3 (approved June 29, 1956); S.Rep. No. 1941, 
84th Cong., 2d Sess. 1-14 (1956). 
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by the corporation, the Commissioner, who has not been favorably 
disposed toward the general rule, has rejected it and has been 
groping for some method by which to achieve a compensatory 
restoration. Development of a rational basis on which to seek such 
a result has not been an easy task." 

In the case of a dividend distribution, the Commissioner’s ap- 
proach has been pitched to the ill-defined theory of ‘‘ anticipatory 
assignment of income.’’ In Commissioner v. First State Bank 
of Stratford ** a bank charged off debts as worthless and took de- 
ductions for bad debts with full tax benefit against ordinary income. 
The notes thereafter became collectible, and some recoveries were 
made. Additional collections being imminent, the notes were dis- 
tributed to stockholders as a dividend. Collections effected by the 
stockholders in the bank’s year of the dividend distribution were 
held to be taxable income of the bank. This decision recently re- 
ceived Congressional endorsement in the course of drafting the 
1954 Code." 

The first variation in these facts to be considered concerns the 
method of disposition. Would a similar result follow if there were 
a complete liquidation, in the course of which the notes were dis- 
tributed? 7* Logically, no significant factual difference would seem 
to be introduced thereby.’® The Stratford case would seem to point 


14 Compare the quandary posed by gifts of income-producing property illustrated by 
L.T. 3910, 1948-1 Cum. Buu. 15; I.T. 3932, 1948-2 Cum. BuLL. 7; Rev. Rul. 55-138, 
1955-1 Cum. BuLL. 223; Rev. Rul. 55-525, 1955-2 Cum. Buu. 543; Rev. Rul. 55-531, 
1955-2 Cum. Buu. 520. See Griswold, Charitable Gifts of Income and the Internal Reve- 
nue Code, 65 Harv. L. Rev. 84 (1951); Bittker, Charitable Gifts of Income and the 
Internal Revenue Code: Another View, 65 Harv. L. Rev. 1375 (1952) ; Griswold, In Brief 
Reply, 65 Harv. L. REv. 1389 (1952). 

15 See Helvering v. Horst, 311 U.S. 112 (1940); 2 Merrens, FeperaL INCOME Taxa- 
TION § 18.02 (rev. ed. 1955) ; Rice, Judicial Trends In Gratuitous Assignments to Avoid 
Federal Income Tazes, 64 YALE L.J. 991 (1955). 

16 168 F.2d 1004 (5th Cir. 1948), accord, Comm’r v. First State Bank of Matador, 172 
F.2d 224 (5th Cir. 1949), cert. denied, 335 U.S. 867 (1949). 

17 See S.Rep. No. 1622, 83d Cong., 2d Sess. 247 (1954). 

18 The assumption is made that the facts otherwise remain unchanged, so that there 
would be involved a liquidation distribution after dissolution of charged-off notes, on the 
verge of being collected, and in fact collected shortly after distribution. 

19 Cf. J. Ungar, Inc., 26 T.C. No. 40 (1956) ; H. B. Snively, 19 T.C. 850 (1953), aff’d, 
219 F.2d 266 (5th Cir. 1955) ; First Nat’l Bank of Lawrence County, 16 T.C. 147 (1951) 
(recovery on charged-off bonds held ordinary income despite statutory provision that 
amounts received on retirement were to be deemed received in exchange for the bonds). 
In the Ungar case supra the Tax Court described its present position as follows: 

‘*Tt is now firmly established that a corporation may distribute appreciated property 
as a liquidating dividend and that any gain realized upon the subsequent sale of such 
property by its stockholders is not taxable to the corporation. United States v. Cumber- 
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in that direction, and support for such a conclusion is found in 
(1) eases which hold, under a related concept of ‘‘earned income,”’ 
that a corporation cannot through liquidation escape a tax which 
would be incurred but for its method of accounting; *° and (2) cases 
taking the Court Holding ** approach, under which the recoveries 
might be treated as being actually made by the corporation, in 
view of the point to which its contacts with them had progressed,” 
and possibly through treatment of the stockholders as agents for 
the corporation.” Yet there is some intimation that a distribution 
in complete liquidation may be treated differently from an ordinary 
dividend distribution.** 

What are the consequences to the corporation if, in addition to 
the altered method of disposition by liquidation, a further varia- 
tion is injected by substituting for imminent income contingent in- 
come, realization of which is subject to substantial uncertainty at 
the time of disposition? The anticipatory assignment theory appar- 
ently assumes that realization by the assignor of the assigned in- 
come occurs at the time of its realization by the assignee.” In the 
case of income subject to substantial contingency at dissolution, 
resolution of the contingency and realization of income may not 
occur until some years later, and by then, if the corporation has 


land Pub. Serv. Co., 338 U.S. 451 (1950). But where a corporation has performed all 
the services required to earn the income in question, and all that remains to be done 
before its efforts ripen into a fixed right to the income is to await the resolution of con- 
tingencies which will determine the amount of income accruable by the corporation, the 
assignment of the right to receive such income to its stockholder as a liquidating divi- 
dend does not bar the application of the anticipatory assignment of income doctrine. The 
fact that a corporation is in the process of liquidation does not exempt it from taxa- 
tion on income which it has earned.’’ 

20 Jud Plumbing & Heating, Inc. v. Comm’r, 153 F.2d 681 (5th Cir. 1946); Susan J. 
Carter, 9 T.C. 364 (1947), aff’d on another issue, 170 F.2d 911 (2d Cir. 1948) ; J. Ungar, 
Inc., supra note 19. But cf. Comm’r v. Henry Hess Co., 210 F.2d 553 (9th Cir. 1954); 
United States v. Horschel, 205 F.2d 646 (9th Cir. 1953) (not involving items on which 
prior tax-benefit deductions had been taken). 

21 Comm ’r v. Court Holding Co., 324 U.S. 331 (1945). 

22 Cf. First Nat’l Bank v. United States, 194 F.2d 389 (7th Cir. 1952) (assignment 
made after right to receive payment and amount thereof fixed) ; Floyd v. Scofield, 193 
F.2d 594 (Sth Cir. 1952); Richards Estate v. Comm’r, 150 F.2d 837 (2d Cir. 1945) ; 
Doyle v. Comm’r, 147 F.2d 769 (4th Cir. 1945) ; Cold Metal Process Co., 25 T.C. No. 160 
(1956). 

23 Cf. United States v. Lynch, 192 F.2d 718 (9th Cir. 1951). 

24 Cf. Comm’r v. Henry Hess Co., supra note 9, at 557; United States v. Horschel, 
supra note 20, at 649; Comm’r v. First State Bank of Stratford, 168 F.2d 1004, 1007 
(5th Cir, 1948), cert. denied, 335 U.S. 864 (1948); I.R.C. §§ 311(b) and 336 (1954). 

25 That was the position apparently taken in Helvering v. Horst, 311 U.S, 112 (1940), 
and was accepted in the Stratford case. See 168 F.2d at 1010. 
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been liquidated, there no longer is an assignor to which to attribute 
the income.” 

An adjustment might be made in the theory, shifting back the 
fact of realization by the assignor to the time of assignment but 
suspending determination of the amount of such realization until 
it later becomes ascertainable. Such a modification, however, is in- 
consistent with the principle that income is not realized until the 
amount thereof becomes reasonably ascertainable ** and invites 
serious procedural difficulties.** Another alternative would shift the 
entire realization process to the time of assignment, equating the 
amount realized with the then fair market value of the assigned 
items. Such value may be practically impossible to determine, how- 
ever, because of the contingencies involved.” If such value is never- 
theless fixed and the contingent items actually never mature into 
income, some adjustment because of the prior, premature recogni- 
tion of income would seem to be in order. But how is the adjust- 
ment to be made: by a retroactive adjustment of the income of a 
corporate taxpayer no longer in existence; or by a contemporary 
adjustment to the income of the assignee who has not paid the tax? 
A similar suggestion for a shift backward of the time of realization 
was rejected in the Stratford case.*° 

It therefore appears improbable that a court at present would 
deviate from the general rule, i.e., no realization of income by a 
corporation from a distribution of appreciated property where a 
distribution in complete liquidation is made of items of contingent 


26 Cf. Cushman Motor Works v. Comm’r, 130 F.2d 977 (8th Cir. 1942), cert. denied, 
318 U.S. 756 (1943). These problems diminish if, despite dissolution, the corporation 
were deemed to continue to exist to the time the contingency is resolved. 

27 Burnet v. Logan, 283 U.S. 404 (1931). 

28 The corporation’s return of its income for the year of assignment would remain un- 
settled pending ascertainment of this item of income. Should it file a return on the 
normal due date and a later amended return, if necessary? Should it instead obtain an 
extension initially for filing the return? In either case, it would ineur an interest charge; 
and in the absence of waiver an adjustment could not be made beyond the period of 
limitations where a return is filed. In the meantime, must the corporation suspend or 
disrupt liquidation, at least where the potential tax liability is substantial? Compare the 
distinction suggested in Jud Plumbing & Heating, Inc. v. Comm’r, supra note 20, at 
685, between ‘‘ascertainment of income’’ and ‘‘allocation of income,’’ and permitting 
the latter on the basis of facts occurring after the corporate dissolution. The post- 
dissolution period taken into account in this case ended, however, with the end of the 
taxable year which the corporation would have had if it had not been dissolved and 
liquidated. Cf. Comm’r v. Montgomery, 144 F.2d 313 (5th Cir. 1944); Cold Metal 
Process Co., supra note 22. 

29 While for estate and gift tax purposes an asset must be valued regardless of the 
obstacles, the same attitude has not been taken under the income tax. Cf. Estate of 
Coid Hurlburt, 25 T.C. No. 152 (1956). 

80 See note 25 supra. 








80 TAX LAW REVIEW [Vol. 12: 





income which do not represent prior tax-benefit deductions.*! There 
is some doubt, however, that the anticipatory assignment theory 
will not be applied where the disposition of such contingent items 
is made through an ordinary dividend distribution, the Tax Court 
having taken the position that the fact of contingency does not 
preclude application of that theory.*” } 
Adherence to the general rule is less certain where the contin- 
gent items grow out of prior tax-benefit deductions. The Stratford 
opinion considered such items to be of a unique nature: * the de- 
duction, in the first place, is allowed as an act of grace which can 
be made conditional; after the deduction is taken, the prospective 
recovery becomes highly volatile income-in-process, convertible 
into income-in-being on slight stimulus; in the horticultural analogy 
of Lucas v. Earle,** the prior tax benefits constitute a ‘‘tree’’ which 
must remain with the corporation and the ‘‘fruit’’ of which, there- 
fore, may be incapable of disposition without tax to the corpora- 
tion. Consequently, a liquidation distribution of such items might 
be considered, despite the contingency, to have the same effect on 
the corporation as a liquidation distribution of items of imminent 
income. As yet, however, no court has suggested such an exten- 
sion.** The leap becomes shorter where the method of disposition 
is, as it was in the Stratford case, through an ordinary dividend 
but the items represent contingent rather than imminent income.*® 
Since the corporation continues in existence, there is less difficulty 
in awaiting the outcome of the contingencies and taxing the dis- 
tributing corporation on the income later realized by the assignee. 
A sale of the contingent items by the corporation to its stock- 
holders,** the third method of disposition referred to earlier, falls 


81 Comm’r v. Henry Hess Co., supra note 9; Telephone Directory Advertising Co. v. 
United States, 142 F.Supp. 884 (Ct.Cl. 1956). The assumption is here made that when the 
contingency is resolved, the corporation can no longer be deemed to be in existence. Cf. 
J. C. Bradford, 22 T.C. 1057 (1954); Diamond A Cattle Co. v. Comm’r, 233 F.2d 739 
(10th Cir. 1956). But cf. Heyman v. Comm’r, 176 F.2d 389 (2d Cir. 1949), cert. 
denied, 338 U.S. 904 (1949) ; J. Ungar, Inc., supra note 19. 

82 Cold Metal Process Co., supra note 22. This case represents a substantial exten- 
sion of the anticipatory assignment theory in applying it to items of income (1) as to 
which no control or other tie was retained by the assignor, and (2) ultimate realiza- 
tion of which had been held earlier to be very uncertain [Cold Metal Process Co., 17 T.C. 
916 (1952)]. Cf. Heyman v. Comm’r, supra note 31; Comm’r v. Hawn, 231 F.2d 340 
(5th Cir. 1956). But cf. J. C. Bradford, 22 T.C. 1057 (1954). 

38 See Comm’r vy. First State Bank of Stratford, supra note 24, at 1007-1009. 

34 281 U.S. 111 (1930). 

85 Cf. Novo Trading Corp. v. Comm’r, 113 F.2d 320 (2d Cir. 1940); United States 
. Horschel, supra note 20. But cf. J. Ungar, Inc., supra note 19. 

86 But cf. Campbell v. Prothro, 209 F.2d 331 (5th Cir. 1954). 

87 Persons other than stockholders may, of course, be included among the buyers, and 
consideration should be given to formation of a partnership or joint venture between all 
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between a dividend distribution and a liquidation distribution, in 
that the corporation continues to exist but makes a definitive dis- 
position not determined by the stockholder relationship. If the sale 
is made for a consideration which can be sustained as a fair value, 
there would appear to be no income to the corporation other than 
the consideration received, and it should make no difference that 
the sale is to stockholders rather than strangers.** The mere fact 
of sale is not an event which sparks an anticipatory assignment 
reaction. As noted earlier, however, fair market value for such 
items is difficult to determine, and within any reasonable range it 
can be expected that the sale price to stockholders will tend toward 
the lower level. The Commissioner may therefore claim that a sale 
at less than fair market value has been made, the difference con- 
stituting a dividend to the stockholders.*® The question then arises 
of the consequences to the corporation of such dividend treatment. 
It is not yet established that a bargain sale results in taxable in- 
come to the corporation to the extent of the bargain.** Even if the 
corporation were to realize income, moreover, there should be taxed 
to the corporation no more than the difference between the amount 
paid to the corporation and the amount deemed to represent fair 
value for the transferred items. 

In summary, considering the nature of the items involved, the 


the buyers to continue prosecution of the refund claims in the instant situation. In 
addition to clear strangers, the buyers might include persons related to stockholders and 
trusts for such persons, particularly where they furnish independent consideration. Cf. 
Shunk v. Comm’r, 173 F.2d 747 (6th Cir. 1949), reversing 10 T.C. 293 (1948). 

38 Cf. Sun Properties, Inc. v. United States, 220 F.2d 171 (5th Cir. 1955); Mont- 
gomery v. Thomas, 146 F.2d 76, 81 (5th Cir. 1944) ; Robert Lehman, 25 T.C. 629 (1955) ; 
John Sherwin, 46 B.T.A. 330 (1942). 

39 Reg. 118, Sec. 39.22(a)-1(b). These are the last Regulations under the 1939 Code. 
Similar provision undoubtedly will be made under the 1954 Code. 

40 Stanley, Bargain Sale to Stockholders in NEW YorK UNIVERSITY EIGHTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 779, 787-788 (1950). But cf. Eastern Carbon Black 
Co. v. Brast, 104 F.2d 460 (4th Cir. 1939). An allocation of part of the proceeds ulti- 
mately realized might also be attempted under I.R.C. § 482 (1954). Such allocation 
would be precluded if the sale were at fair market value and would be inapplicable 
with respect to a stockholder who is not an ‘‘organization, trade, or business.’’ Cf. 
Oppenheim’s, Inc. v. Kavanagh, 90 F.Supp. 107 (E. D. Mich. 1950), applying section 45 
of the 1939 Code to an individual without inquiring whether he was in business. 

41 It might be argued that since a dividend is considered to have been declared, there 
is an anticipatory assignment by the corporation, not in the amount stated in the text, 
but of some greater amount, which might be: (1) such proportion of the amount 
eventually realized by the stockholder as the amount of dividend bears to the total 
market value of the assigned items, or (2) the total amount eventually realized by the 
stockholder less the consideration paid by him to the corporation. To go beyond the 
point stated in the text, however, would be a step which it is- difficult to believe the 
courts would condone. 











82 TAX LAW REVIEW [Vol. 12: 


disposition of least tax risk is a complete liquidation distribution ; * 
that of greatest tax risk is a dividend distribution; and a sale to 
stockholders offers a course of relative safety. The federal anti- 
assignment statute referred to earlier offers no problem in the case 
of a complete liquidation, as the result of a judicial exception.* If 
the other alternatives are used, the corporation’s name will prob- 
ably have to be used in continuing to prosecute the refund claims 
and, if successful, in making collection.** While assumption of such 
a nominal role by the corporation may be used by the Commis- 
sioner in seeking to tax it with the refund income, precedent indi- 
cates that he should have little success in this regard.” 

The Plan. Review and analysis indicate that a tax plan for X 
Corporation must be based on the following considerations: 

(1) The plan should provide for disposition of the refund claims 
as soon as possible. 

(2) A sale to stockholders, or others in their stead, is the most 
advantageous method of disposition. 

(3) Any disposition to stockholders involves a varying risk that 
income eventually realized by them will be attributed to the cor- 
poration. The risk increases as the contingency declines and its 
resolution draws closer. The element of risk in the case of X Cor- 
poration cannot be ignored in view of the undeveloped state of the 
applicable law and the time elapsed and events occurring since the 
refund claims were first asserted. 

(4) At the same time, however; there is the incentive of substan- 
tial gain if such a plan is successful, which makes assumption of 
the risk attractive.*° 


42 Disposition of these items through a partial liquidation is not possible under sec- 
tion 346 of the 1954 Code in the circumstances here present. Nor is a divisive distribu- 
tion under section 355 of the Code available. It is questionable, moreover, from the 
standpoint of a possible anticipatory assignment, that a ‘‘partial liquidation’’ would 
be treated more like a complete liquidation rather than a dividend distribution, in 
view of the continued existence of the corporation and the stockholder-corporation rela- 
tionship. But cf. J. C. Bradford, supra note 31. 

43 Novo Trading Corp. v. Comm’r, supra note 35; Comm’r v. Henry Hess Co., supra 
note 9. 

44 Cf. Rev. Rul. 56-3, 1956 Int. Rev. Buuu. No. 1, at 11. 

45 See note 43 supra. 

46 If X Corporation makes no effort to dispose of the refund claims, it may restrict 
the related federal income tax cost, at least for the present, to the corporate tax of 
$52,000. If it distributes to stockholders the remaining $48,000, the cost will rise by 
$12,402, as pointed out in note 2 supra. If a plan is adopted and fails, it may accelerate 
this additional $12,402 tax. If a plan is successful in substantially eliminating the tax 
on the corporation, the total income tax cost, after the refund proceeds reach the stock- 
holders, may be reduced by some $25,000 and possibly more, depending upon who are the 
recipients of the refund proceeds. 
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(5) To the extent possible, it is desirable to undo the disposition 
in the event the corporate tax is nevertheless incurred. 

If the parties could be restored to the position they occupied 
prior to the adoption of the plan, the tax risk, such as it might be, 
would be mitigated. To a substantial degree such restoration may 
be achieved by making the transaction reversible: the refund pro- 
ceeds can be made returnable to the corporation and the purchase 
price returnable to the buyers, in the event the proceeds are taxed 
to the corporation despite a sale. Whether or not the proceeds 
would be taxed to the corporation would not be determined con- 
clusively until some years after their receipt by the buyers. In the 
meantime, the purchase price paid to the corporation would appear 
to be taxable to it and the refund proceeds taxable to the buyers 
upon receipt.*? Then, upon repayment, the taxpayer would be en- 
titled to a deduction for the amount thereof in the year of repay- 
ment.*® Such a deduction may not suffice, however, to restore the 
tax status quo ante, since circumstances in the year of repayment 
may not enable a tax reduction equal to the tax increase incurred 
in the earlier year of receipt. With just that discrepancy in mind, 
section 1341 of the 1954 Code was enacted, making available in 
effect the alternative of an adjustment in the tax for the earlier 
year in which the receipt occurred. Inserting such a reversible 
feature in the sale disposition is not without some disadvantage,*® 
however, and whether it is worth incurring is a matter of judgment 
to be exercised in the individual case. 

Accordingly, the plan recommended for X Corporation is as 
follows: *° 

(1) A prompt sale is to be made by the corporation of the refund 


47 United States v. Lewis, 340 U.S. 590 (1951); North American Oil Consolidated 
v. Burnet, 286 U.S. 417 (1932); De Guire v. Higgins, 159 F.2d 921 (2d Cir. 1947), cert. 
denied, 331 U.S. 858 (1947); Michael Phillips, 25 T.C. 767 (1956); Thomas Rosen- 
berg, P-H T.C. Mem. Dec. { 56,068; Lee Johns, P-H T.C. Mem. Dec. { 56,119. 

48 Arrowsmith v. Comm’r, 344 U.S. 6 (1952). 

49 Inclusion of such a feature will tend to attract the attention of the revenue officials. 
In a later contest they may assert as evidence that the taxpayer itself considered the dis- 
position to be ineffective. To the extent that the transaction is thus made conditional, 
they might also argue that there really was no closed transaction and no sale by the 
corporation until the condition was resolved, thus postponing the transfer to a time 
at which the resulting income would be taxable to the corporation. It would appear, 
however, that the sale can be made to close immediately despite a contingent con- 
dition subsequent, upon the happening of which a second reversing transaction would 
take place. See notes 47 and 48 supra. Cf. Wells v. United States, 64 F.Supp. 476 (Ct.Cl. 
1946). A similar solution has been suggested with respect to compensation payments, 
where there is doubt as to the amount which will be determined to be reasonable and 
therefore deductible by an employer. R.I.A., 1954 CopE CoorpINaTor J F-600 (1954). 

50 Compare the somewhat different plan adopted in Armored Tank Corp., 11 T.C. 644 
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claims, and the customs officials are to be notified that the corpora- 
tion no longer owns the claims. 

(2) The sales price is to be an amount of cash determined by 
consulting customs counsel and persons in the trade, no market 
existing for such claims.** 

(3) The sale is to be made to stockholders, to the extent that 
they are willing to make the investment, and to any other buyers, 
to the extent that the claims are not sold entirely to stockholders. 
The buyers will form a partnership or joint venture for the prose- 
cution of the claims.*” 

(4) The corporation will agree, upon request of the buyers, to 
lend its name to the prosecution of the claims, and to receive pay- 
ment as agent of the buyers, in the event the Government refuses 
to recognize the disposition. 

(5) The contract of sale is to provide expressly that it is subject 
to no condition precedent; that the sale is to take effect immedi- 
ately ; that the purchase price received by the corporation is to be 
its unconditional property, subject in no way to any restriction 
on its use or disposition; that there is to be no restriction on the 
buyer’s use or disposition of the proceeds collected on the claims; 
and that each of the parties has an unrestricted right to the con- 
sideration under the contract received by that party. 

(6) The contract is to provide further that to the extent that 
any proceeds received by the buyers shall thereafter be finally de- 
termined to be income of the corporation for federal income tax 
purposes, an equivalent amount shall be returned by them to the 
corporation, and the corporation shall return to them an amount 
equal to a prorated portion of the purchase price. 

Only one risk remains in this situation against which at least 
some protection has not been provided. If the refund claims are 
denied, the buyers will have parted with cash in the amount of the 
purchase price, and corporate income in that amount will have been 
created. The resulting corporate tax cannot be avoided without 
fatally impairing the substance of the sale. 


(1948), and Pressed Steel Car Co., 20 T.C. 198 (1953), and the problem posed by 
Survaunt v. Comm’r, 162 F.2d 753 (8th Cir. 1947), and Lewis v. Comm’r, 160 F.2d 839 
(1st Cir. 1947). 

51 Inquiry discloses that it would be difficult for X Corporation to obtain more than 
$10,000 in cash on sale of the claims. 

52Cf. Shunk v. Comm’r, supra note 37; V. U. Young, 5 T.C. 1251 (1945); John 
Sherwin, 46 B.T.A. 330 (1942). 
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The Divorced Husband and the Depend- 
ency Exemption Mirage: An Outline 
of the Problem and of a Statutory 
Corrective Procedure 


PAUL D. LAGOMARCINO 


the tax treatment of the divorced husband has 
been inequitable and unrealistic and relief measures both piece- 
meal and inadequate. Briefly, in the period between decision in 
Gould v. Gould * in 1917 and enactment of the Revenue Act of 1942,” 
the husband was taxed upon his entire net income, despite the fact 
that a substantial portion may have been paid to his wife as ali- 
mony or for separate maintenance. It was not until consideration 
of the Revenue Act of 1942 that any corrective action was taken. 
In that Act increased surtax rates were proposed to help finance 
World War II. Congress recognized that ‘‘the increased surtax 
rates would intensify this hardship’’ on the husband, and it can- 
didly acknowledged that ‘‘In many cases the husband would not 
have sufficient income left after paying alimony to meet his income 
tax obligations.’’* The relief given the husband in the resulting 
sections 22(k) and 23(u) of the 1939 Code was clearly inadequate. 
Excluded as deductions, among others, were the single or lump- 
sum payment and any payment under a voluntary separation agree- 
ment not adopted by a court.* The Internal Revenue Code of 1954 ° 
gave some measure of additional relief, essentially through the 


Pau D. LagoMARcINo is Assistant Professor of Law, University of Buffalo, and was 
formerly Special Trial Attorney, Office of Chief Counsel, Internal Revenue Service. 

1245 U.S. 151 (1917). The Court held that the term ‘‘net income’’ in the Tariff Act 
of 1913 did not include payments under a decree of separation from bed and board. 

256 Strat. 798 (1942). 

3 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 46 (1942). Furthermore, it was entirely pos- 
sible that alimony payments and income tax could exceed 100 per cent of the husband’s 
actual income and the husband would be legally bound to pay more than he earned. It 
was this kind of argument which influenced Congress in amending the Stuart case rule 
(Helvering v. Stuart, 317 U.S. 154 (1942)) in 1943 by the present section 677 of the 
Code. ; 

4 See I.R.C. §§ 22(k) and 23(u) (1939). 

5 I.R.C. § 1 (1954). 
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elimination of the tax discrimination between payments pursuant 
to written separation agreements under a court decree and under 
those which were not, by making both deductible in most instances.® 

Nonetheless, further consideration of this general area of tax 
law is necessary. Congress has yet to focus upon the not uncommon 
problem of the husband’s inability to prove his right to a depend- 
ency exemption for a child of the marriage living with the divorced 
wife. The single Code reference bearing upon the exemption ques- 
tion in the context of divorce or separation is section 152(b) (4). 
It determines only which payments by a divorced or separated 
husband may be considered in connection with the general require- 
ment that the claimant must provide over half of the support of the 
dependent.” 

A payment to a wife which is includible in the gross income of the wife 


under section 71 or 682 shall not be treated as a payment by her husband 
for the support of any dependent. 


Ordinarily, this section comes into play only where periodic pay- 
ments are made for the support of the wife and children without 
an express amount earmarked or a portion allocated for the sup- 
port of the children. In such a case the entire payment is taxable 
to the wife under section 71(b) of the Code,* and the payment is 
not ‘‘treated as a payment by her husband for the support of any 
dependent.”’ 

Apart from this section, the husband’s right to an exemption for 
minor children turns upon the requirements of the Code condition- 
ing dependency exemptions generally. The application of the gen- 
eral requirements to this particular situation,® together with the 


6 This was done by section 71(a) (2) (1954), which provides: 

‘*Written separation agreement.—If a wife is separated from her husband and there 
is a written separation agreement executed after the date of the enactment of this title, 
the wife’s gross income includes periodic payments (whether or not made at regular 
intervals) received after such agreement is executed which are made under such agree- 
ment and because of the marital or family relationship (or which are attributable to 
property transferred, in trust or otherwise, under such agreement and because of such 
relationship). This paragraph shall not apply if the husband and wife make a single 
return jointly.’’ 

7 Section 71 deals with alimony and separate maintenance payments from any source, 
and section 682 deals with such payments in the form of income of an estate or trust 
in ease of divorce. 

8 Section 71(b) provides: ‘‘Payments to support minor children.—Subsection (a) 
[taxing the wife upon certain alimony and separation payments] shall not apply to 
that part of any payment which the terms of the decree, instrument, or agreement fix, 
in terms of an amount of money or a part of the payment, as a sum which is payable 
for the support of minor children of the husband... .’? 

9 See p. 87 infra. 
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rules of burden of proof in Tax Court proceedings,’ have given 
thoroughly inequitable results in numerous cases. As a practical 
matter, the divorced husband has a right to a dependency exemp- 
tion in theory only. Seldom is he able successfully to assert his 
claim, although the statutory requirements are met in fact. Con- 
sider the applicable Code sections and the results in cases inter- 
preting them. 

Section 151(e) of the 1954 Code allows the taxpayer an exemp- 
tion of $600 ‘‘for each dependent (as defined in Section 152).’’ See- 
tion 152(a) defines a ‘‘dependent’’ as (1) an individual, inter alia, 
within certain defined degrees of relationship to the taxpayer, and 
(2) one who receives ‘‘over half’’ of his ‘‘support’’ from the tax- 
payer. A ‘‘son or daughter of the taxpayer”’ satisfies the relation- 
ship requirement." 

With respect to the second requirement—payment of ‘‘ over half’’ 
the cost of support—a husband must, of course, establish the 
amount of his own payments in support of the child. This element 
of proof seldom presents a problem; since the husband generally 
pays periodically, pursuant to court order or settlement agreement, 
his total contribution for the year involves only a mathematical 
computation. Frequently overlooked, however, is the remaining ele- 
ment of his proof in establishing the fact of payment of ‘‘over 
half’’ the cost of support: the total amount actually spent to sup- 
port the child. Parties, appearing pro se and very often by counsel, 
tend to assume that absent the wife before the court to contradict 
or to contest the husband’s testimony or physical evidence, proof 
of the husband’s payments alone will suffice to satisfy the ‘‘over 
half’’ requirement. It does not. In innumerable cases the Tax Court 
has held that unless it knows not only the amount of the husband’s 
payments but also the total actual amount spent to support the 
child, it cannot possibly make the percentage computation contem- 


10 Rule 32 of Rules of Practice of the Tax Court provides: ‘‘The burden of proof 
shall be upon the petitioner [the taxpayer], except as otherwise provided by statute, 
and except that in respect of any new matter pleaded in his answer, it shall be upon 
the respondent.’’ The statute imposes the burden of proof upon the Commissioner only 
with respect to the issues of transferee liability (section 6902 (a)) and intent to evade 
tax in the civil fraud action under section 7454(a) of the Code. The Commissioner 
bears the burden as well for affirmative allegations of whatever nature in his Answer, 
hardly a problem in this context. In addition, a taxpayer bears the additional weight 
of the accumulation of decisions to the effect that a deduction is a matter of legislative 
grace, and to qualify the claimant must fit himself exactly within the literal terms of the 
Code. 

11 I.R.C. § 152(a)(1) (1954). 
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plated by the statute.” Accordingly, in the absence of such proof, 
the husband fails to satisfy his burden and loses his case. 
Obviously, the husband faces a true dilemma. The fact to be 
established is ‘‘actual’’ total cost of support.’* The near impossi- 
bility of establishing the actual cost of support of a child is imme- 
diately apparent. The divorced or separated husband, living apart 
from the wife, lacks knowledge and therefore is incompetent to 
testify as to her actual expenditures. The children themselves gen- 
erally are either incompetent or their testimony too unreliable to 
have probative value. The former wife ordinarily is an adverse, if 
not antagonistic, witness from the standpoint both of personal re- 
lationship and of the possibility of a loss of the exemption herself. 
An attack on the bases underlying the presumptively correct de- 
termination of the Commissioner—a procedure hardly ever at- 
tempted—in order to show a determination based upon unreliable 
or plainly incredible evidence by the Commissioner would prove 
equally futile. Revenue agents customarily appear in support of 
the Commissioner’s case. Attempts of taxpayers before the Tax 
Court to subpoena revenue agents to appear as witnesses against 
the Commissioner have been uniformly resisted by the Commis- 
sioner.’* Moreover, the failure to comply with a subpoena of the 
Court does not, for example, shift the burden of proof to the Com- 
missioner * or appear to have any other tangible adverse effects. 
There is no acceptable substitute or alternative for ‘‘actual’’ 
total cost of support to be established by ‘‘legal and competent evi- 
dence.’’ 1° Proof of the actual cost of support in prior taxable years, 
when the family was intact, and generally the last evidence of actual 
cost to which the husband is competent to testify will not suffice,” 


12 See Lawrence Fred Zacker, 12 TCM 912, 917 (1953): ‘‘The petitioner did not 
offer evidence as to what the total support of the children was, and it is not possible 
for us to make a finding from the evidence that $625.00 [the husband’s payment for 
the support of the children] constituted half the support for three children.’’ Accord, 
Mario H. DeSalvo, 13 TCM 305, 307 (1954); Allie Norwood Root, 12 TCM 28 (1953) ; 
Ray W. Droke, 12 TCM 702, 704 (1953). 

13 H.g., Victor A. Pietrowski, 12 TCM 442 (1953). See note 17 infra. 

14Darling Brothers Co., 2 B.T.A. 612 (1925). Here the Commissioner refused to 
comply with a subpoena issued by the Tax Court. The taxpayer moved for a deter- 
mination of no deficiency. The motion was denied. Decision was entered for the Com- 
missioner for lack of evidence by the taxpayer of error in the determination of the 
Commissioner. The Court said: ‘‘The failure of the Commissioner or his refusal .. . 
to obey a subpoena of this Board cannot serve to shift from the taxpayer to the 
Commissioner the burden [of] proof or of introducing evidence and establishing a prima 
facie case before the Board.’’ 

15 Ibid. 

16 Bernard T. Weidler, 14 TCM 485 (1955). 

17 William C. Cagle, 8 TCM 1039 (1949). See Frank E. McDevitt, 13 TCM 193, 194 
(1954): ‘‘Evidence of support costs in prior years is inadequate to show what was 
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and properly so. The unsupported opinion of the husband of actual 
cost of support also will not satisfy, nor will unsupported testi- 
mony that the standard of living of the wife is so low that the 
amount contributed by the husband must have been more than one- 
half the cost of support.’® Moreover, a state court’s determination 
that a certain amount was sufficient for the support of the children, 
which the husband paid, does not establish the requisite support.” 

Only in the rare case has the husband succeeded and then gen- 
erally where it appeared that the wife had absolutely ~o income 
beyond that provided by the husband’s payments.”* 

Lacking actual knowledge himself and lacking a knowledgeable, 
disinterested witness or acceptable substitute evidence, the only 
alternative of the husband is to call the former wife as a witness. 
Pity the husband who hopes to establish the total cost of support 
by the testimony of his former wife! ” 


actually expended for the children’s support in 1948 [the year in issue]. We are well 
aware of the petitioner’s difficulty in showing the actual cost in 1948 for the upkeep 
of his three children when they lived during most of that year with their mother, who 
also claims to be their chief support. However, we cannot substitute our own estimate 
based on costs in prior years for the required showing of actual cost of support in 
1948.’’ (emphasis added). 

18 The full opinion of the Court in Gervase A. Kessler, 14 TCM 814, 815 (1955), is 
typical of the treatment given opinion evidence, quite properly, and of the problem of 
the dependency exemption in general. ‘‘Opinion.—Tietjens, Judge: This case again 
demonstrates the difficulty of sustaining the burden of proof placed on petitioners 
claiming dependency credits. Petitioner appeared pro se. He was the sole witness. The 
only convincing evidence adduced was that petitioner paid about $829 to his wife 
during 1951 ostensibly for the support of the three minor children who lived with the 
wife during that year. The wife also claimed the same children as dependents. Petitioner 
had no first-hand knowledge and could testify only by opinion and estimate concerning 
over-all amounts actually expended for the support of the children. Petitioner has the 
burden of proof to show that more than one-half of the support for each child was 
received from him. This burden has not been carried. (Decision will be entered for the 
respondent.) ?’ 

Compare Bernard T. Weidler, 14 TCM 485, 486 (1955), where the Court said: ‘‘ Pe- 
titioner offered no evidence save his own testimony. There was no other witness, no 
documentary evidence. . . . A surmise or mere opinion, unsupported by facts or cir- 
cumstances upon which it is based, or even a recital of the figures used in arriving at 
the amount is not persuasive and can not be accepted as convincing proof.’’ 

19 William C. Cagle, supra note 17. Compare Edward J. Banzhaf, 12 TCM 998, 999 
(1953): ‘‘He simply thinks that her earnings were not sufficient to justify or permit 
contributions by her to the support of the boys in excess of the contributions made by 
him, and he asks us to so conclude. That we are unable to do.’’ 

20 Edward J. Banzhaf, supra note 19. 

21 See Alfred G. Andrews, 12 TCM 518 (1953). See also Donald A. Thompson, 11 
TCM 418 (1952). 

22 See Ray W. Droke, supra note 12, at 703-704: ‘‘Upon being reminded by the Court 
near the close of the hearing of proof required to overcome the respondent’s finding 
that petitioner had contributed less than one-half of the support costs, counsel for the 
petitioner remarked that ‘we have no way of proving that, being in the hands of my 
enemy.’ ’? 
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The consequences are unfortunate in terms both of forcing an 
unwilling wife to appear as witness and of information obtained 
in the event the wife does appear. First, the wife may, and fre- 
quently does, refuse to appear voluntarily. The remedy is to re- 
quire appearance by subpoena,” but the husband has little remedy 
if the wife chooses to ignore it. The Tax Court itself lacks authority 
to punish in the event of failure to comply with its subpoena. 
Enforcement is in a separate action by the taxpayer in a United 
States District Court. This is effectively precluded by reason of 
the high cost of such an action in proportion to the small amount 
ordinarily at stake before the Tax Court.” 

Even assuming the wife does appear as a witness, little assist- 
ance generally is obtained from her testimony. Her testimony, at 
best, consists of a few remembered expenses and estimates of 
others. Private individuals seldom keep records of personal ex- 
penses. As the Court remarked in one case: * 


... As is so often the case in proceedings of this character, neither the 
taxpayers nor the former wife kept any adequate records of their contribu- 
tions or expenditures for the support of their children... . 


It is not unusual for the Court to find the testimony of the wife un- 
satisfactory and inadequate.*® Moreover, apart from the natural 
indefiniteness and unreliability of such testimony, where the wife 
is antagonistic or vindictive, questions answered in terms of a lack 
of knowledge or failure to remember will effectively prevent the 
husband from establishing the total cost of support and satisfying 
his burden of proof. 


28 I.R.C. § 7456(a) (1954). 

24 Trying the dependency exemption question before a District Court in the first in- 
stance is effectively precluded for the same reasons that Congress established the Board 
of Tax Appeals, predecessor of the Tax Court: the necessity of first paying the amount 
in issue, delay, costs of the action, and so forth. 

25 Harry Zippin, 12 TCM 1196 (1953). In Edward J. Banzhaf, supra note 19, at 999 
the Court noted: ‘‘ Petitioner did not know how much support his former wife furnished 
the boys, and in an attempt to find out, had her subpoenaed as a witness at the trial, 
realizing she might not be helpful to him, because she too had an interest involved... . 
[Her] testimony was of a general nature for the most part consisting of estimates of 
income received and of expenditures made, and vague on some items... .’’ See also 
Sid Dyer, 14 TCM 642 (1955). 

26 See, e.g., George Sijan, 14 TCM 1109, 1111 (1955): ‘‘ Petitioner is in the unfor- 
tunate position of having to rely upon the testimony of his divorced wife for proof of 
the total amount expended in maintaining the children, who lived with her. Even 
granting the correctness of petitioner’s assertion that this witness’s testimony may 
have been exaggerated and unreliable, there is no escape from the conclusion that if we 
discard it the record is barren of any evidence in this vital area. Petitioner is merely 
left with an unproved case.’’ See also Sid Dyer, supra note 25. 
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Tue CorRECTIVE PROCEDURE 


More than once the Court has expressed its dissatisfaction with 
existing law. For instance, it has tartly remarked: ** 


In conclusion we may perhaps be permitted to comment that this pro- 
ceeding adds one more to the increasing list as to which only the failure of 
proper administrative disposition can account for their submission here. 


In other cases it has referred to the husband’s ‘‘difficulty’’ ** and 
to his ‘‘unfortunate position.’’?® A remedy is certainly overdue. 
It is twofold: first, to establish a procedure which would encourage 
the husband and wife themselves to settle the question of claiming 
the exemption without the necessity of court action; and, second, 
in the event of a lack of agreement, to establish a procedure, in 
cases where the right to the exemption by either spouse is not 
clear, which would motivate the wife, as a matter of self-interest, 
to supply evidence of the actual cost of support. 

Any proposal directed to the first objective—disposition without 
court action—necessarily must take into account the administrative 
burden it would place upon the Commissioner, as well as the effec- 
tiveness of the proposal. Clearly, the obvious, and perhaps best, 
solution lies in encouraging written agreements as part of the 
divorce settlement between the husband and wife as to who shall 
be entitled to claim the child as a dependent in subsequent years. 

Specifically, provision might be made in an amendment to the 
Code for a ‘‘dependency exemption agreement,’’ which would be 
similar in theory and content to the multiple support agreement 
introduced by section 152(c) of the 1954 Code.*° Section 152(¢) in 


27 Loren S. Brumber, 11 TCM 289, 290 (1952). However, the Court’s comment is both 
unfair and short-sighted. If the position of the Commissioner appears to be, or clearly 
is, correct, ‘‘administrative disposition’’ is possible only by a settlement agreement 
with the petitioning spouse. Otherwise, the Commissioner would have to ‘‘drop’’ the 
case, regardless of its merits. Agreement is often difficult to obtain, even where the 
Commissioner gives up completely. In Carola J. Liebig, Docket No. 46834, the wife 
insisted on presenting her case to the Court, consisting of allegedly improper acts of 
the husband, even though counsei for the Commissioner conceded the correctness of 
petitioner’s position and moved the Court to enter decision for petitioner! See also 
Gervase A. Kessler, supra note 18. 

28 See notes 17 and 18 supra. 

29 See note 26 supra. 

80 Section 152(¢) provides: 

‘*Multiple support agreements.—For purposes of subsection (a), over half of the 
support of an individual for a calendar year shall be treated as received from the tax- 
payer if— 

**(1) no one person contributed over half of such support; 

**(2) over half of such support was received from persons each of whom, but for 
the fact that he did not contribute over half of such support, would have been entitled 
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its present form generally would not include an agreement relating 
to a child of divorced parents. That section applies inter alia where 
‘‘no person contributed over half of such support’’ of another. It 
would not apply where only two persons, a husband and wife, con- 
tribute, and accordingly one contribution would necessarily be more 
than half the total or exactly equal to the other contribution. The 
application of section 152(¢) would be limited to the relatively few 
cases in which a third party or the child contributes in an amount 
sufficient to reduce each parent’s contribution to less than half of 
the total. 

In the interest of clarity, a dependency agreement provision 
might best be treated in a separate Code section, perhaps replacing 
the present section 152(d), which would be renumbered section 
152(e), or section 154, which would become section 155. Suggested 
statutory language, similar to section 152(c) but eliminating the 
unnecessary and complicating requirement that a claimant con- 
tribute at least 10 per cent of the dependent’s total support, would 
provide: 


Dependency agreements involving minor child of divorced or separated 
individuals.—If a husband and wife are separated under a decree of divorce 
or of separate maintenance or under a written separation agreement, either 
spouse may claim as a dependent a child of the marriage, within the mean- 
ing of section 151(e) (3), by filing a written declaration (in such manner 
and form as the Secretary or his delegate may by regulation prescribe) by 
the other spouse that he will not claim such child as a dependent for such 
taxable year or for such taxable year and subsequent taxable years, as the 
case may be. 


Of course, one would hesitate to increase the administrative bur- 
den of the Commissioner by requiring the establishment and main- 
tenance of a system for the filing of such agreements. However, 
since this machinery presently exists for handling multiple support 
agreements, the suggested Code provision would appear to impose 
slight additional burden. Moreover, any burden might be reduced 
by modifying Form 2120 (Multiple Support Agreement) so that it 
could be used for a dependency agreement. 

Lacking disposition of the question by agreement, the second 
over-all objective is a provision to compel the wife, the only person 


to claim such individual as a dependent for a taxable year beginning in such calendar 


year; 
**(3) the taxpayer contributed over 10 per cent of such support; and 
**(4) each person described in paragraph (2) (other than the taxpayer) who con- 
tributed over 10 per cent of such support files a written declaration (in such manner 
and form as the Secretary or his delegate may by regulations prescribe) that he will 
not claim such individual as a dependent for any taxable year beginning in such 
calendar year.’’ 
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with knowledge of the actual cost of support, to provide this fact 
to the greatest extent possible. Experience has shown a divorced 
wife to be conveniently forgetful as a witness in her former hus- 
band’s tax proceeding. On the other hand, as a petitioner before 
the Court who might be found liable for a deficiency in tax, she is 
a knowledgeable witness. The latter event—the wife as petitioner— 
occurs where both husband and wife claim the exemption, both 
claims are disallowed, deficiencies are determined against each, and 
both proceedings are consolidated for trial before the Tax Court. 
Although the Commissioner’s determinations may be inconsistent, 
both receive the usual presumption of correctness. Here the burden 
is ‘‘placed on each parent to establish that he or she contributed 
more than one-half of the support. .. .’?*1 The Commissioner 
stands in the middle, assured that the deficiency will be collected 
from one party. The resulting adversary proceeding is as effective 
in establishing the actual cost of support as the nature of the facts 
permits. 

The objective, therefore, at least in terms of past experience, 
appears best accomplished by establishing statutory criteria to 
bring both spouses as parties before the Tax Court in situations 
where the right of one to an exemption is not thoroughly clear or 
where the ex parte evidence submitted by each is clearly question- 
able or unbelievable on its face. In other words, the statute would 
require the Commissioner to issue a deficiency to both spouses in 
prescribed situations. Although this procedure is occasionally fol- 
lowed by the Commissioner, it is done solely in his discretion, with- 
out guiding standards, and in too few cases. Such a provision might 
provide: *” 

In the absence of an agreement under section ...., where a divorced or 
separated husband and wife in separate returns, either single or joint, each 
claims a child of the marriage, within the meaning of section 151(e) (3), as 
a dependent, if the amount of support of each is relatively equal, or the 
right of one to the exemption is not shown by clear and convincing evidence 
in the light of all the circumstances, the Commissioner shall disallow the 
claim of each such spouse. 


This language does not contemplate that the wife be made a 
party in every situation where the husband and she have claimed a 


81 Miriam G. Sauer, 12 TCM 1377, 1378 (1953). 

32 See the proposed section, supra p. 92. A far less desirable procedure, in the nature 
of a third party impleader, might be established to permit the husband to make the 
wife a party litigant before the Tax Court. Specifically, it might follow that which 
obtained under Rule 14 of the Federal Rules of Civil Procedure prior to its amend- 
ment in 1946, whereby a defendant might implead a person who is or might be liable 
to the plaintiff. ; 
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child of the marriage as an exemption, or where it might merely be 
considered helpful so as to obtain more candid testimony from her. 
On the other hand, this section does intend that the wife be made 
a party in the two situations in which the burden imposed upon 
her to appear as a party and support her contentions is felt to be 
justifiable in view of the close question as to the right to the ex- 
emption or of the peculiar nature of the claims of money spent for 
support. 

The first instance is where ‘‘the amount of support of each is 
relatively equal.’’ This provision is desirable because of the nature 
of the evidence in this type of case and also because of the Com- 
missioner’s method of determining which spouse is entitled to the 
exemption. The evidence, as indicated, is by its nature vague and 
uncertain and lends itself to exaggeration. That the wife receives 
the exemption in large numbers of cases should not be surprising. 
She knows exactly how much the husband has paid to her for the 
support of the children and need only claim a larger amount to 
obtain the exemption herself. Moreover, the Commissioner seldom 
conducts an independent investigation of the truth of amounts 
claimed for support. The right to an exemption between competing 
spouses is determined generally by an office audit by the Commis- 
sioner : the spouses are requested by letter to submit a statement of 
the various amounts spent in support of the child. 

Where there is a relatively small difference between the pay- 
ments claimed by the parties, the suggested treatment appears jus- 
tified. The phrase ‘‘relatively equal’’ is sufficiently specific to indi- 
cate to the Commissioner the test to be applied, and yet it does not 
take the form of a percentage difference or other mechanical for- 
mula which would deprive the Commissioner of needed discretion. 

A double deficiency notice also would be required if the ‘‘right 
of one to the exemption is not shown by clearly convincing evidence 
in the light of all the circumstances.’’ This language is intended for 
application where the ex parte statements of the spouses of their 
support are not ‘‘relatively equal,’’ and yet on its face a claim of 
amounts spent by one is plainly incredible or unbelievable in the 
light of all the facts. For example, this provision would include the 
case where a spouse claims the expenditure of certain amounts for 
support which are patently out of line with the total income for 
the year as shown on the return of the spouse. Of course, this situa- 
tion may involve a return which fails to disclose all the income of 
the spouse rather than an inflated claim of support. However, this 
factor is hardly significant enough to militate against the desira- 
bility of the proposed treatment. 














1956] THE DIVORCED HUSBAND AND THE DEPENDENCY EXEMPTION MIRAGE 95 


Yet a third solution is possible, that is, to split the exemption 
equally between the spouses where the conditions described in the 
foregoing section exist. In other words, where neither spouse clearly 
establishes a right to the exemption, it would be split between them 
by a determination of the Commissioner. The argument supporting 
this solution is that complete fairness is assured as between the 
Government on the one hand and the husband and wife on the other, 
and rough fairness is assured between the husband and wife in 
most instances. 

However, this approach seems undesirable for a number of rea- 
sons. It would raise administrative problems in the areas of en- 
forcement and cross-checking of returns. It would also provide a 
too-easy substitute for the time-consuming investigation of the 
facts which this type of case requires. Finally, and most important, 
this procedure would discourage the parties from meeting and 
entering into dependency exemption agreements based upon the 
actual cost of and contributions to support, and, due to the small 
amount remaining in issue (one-half of one exemption), it would 
effectively eliminate a Tax Court review of the determination of 
the Commissioner. 


ConcLusIon 


The effectiveness of our existing tax system depends less upon 
the technical efficiency of the system itself and those administering 
it than upon the desire of the individual taxpayer to make an honest 
return. It is doubtful, and in fact few will dispute, that any method 
of enforcement, regardless of the number of revenue agents or the 
severity of penalty, could extract as much tax from an unwilling 
public as it willingly pays. The system is seriously harmed by the 
application of tax ‘‘rules’’ which offend the taxpayer’s sense of 
fair play. 

The inequitable treatment of the husband in the circumstances 
discussed offends both the legal and layman sense of fair play. The 
husband too long has had the nearly impossible burden of attempt- 
ing to obtain an exemption by the necessity of futilely trying to 
prove a fact, of which he has no knowledge, by means of an an- 
tagonistic witness who may or may not appear. The net revenue to 
the Federal Government would remain unchanged.* No reason sug- 
gests itself for failing to make the minor amendments necessary to 
correct this situation. 


33 Unless husbands as a group fall in higher tax brackets than wives. In such event, 
the difference doubtless would be relatively insignificant. . 
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Notes 


Taxation of Capital Gains Realized by Trusts. The incidence of taxation 
of capital gains realized by a trust as between the trust and its beneficiaries 
or grantor has always been poorly defined because of the dual status of capi- 
tal gains. They generally become part of corpus under local trust law but 
are gross income under income tax law. Although problems involving capital 
gains arise frequently, surprisingly few principles have evolved, and tax- 
payers have used a good deal of discretion in handling these items.’ While 
it is true that the rate of taxation on long-term capital gains is not as 
sharply progressive as on ordinary income, the determination of which 
entity is taxable is not unimportant to the Treasury, since the rate of tax 
on such gains is graduated before the flat alternative tax rate applies; * and 
net short-term capital gains are taxed substantially as ordinary income. 

Throughout this paper it will be assumed that the capital gain realized 
is to be credited to corpus under applicable local trust law and that the trust 
instrument has not specifically provided for different treatment.* Further 
to narrow the discussion, questions as to what constitutes capital gains will 
not be considered, nor will treatment of capital losses or of certain special 
situations, such as the application of Code provisions dealing with income 
in respect of a decedent * and distributions to charitable organizations.® 
What is said of trust taxation will, in general, be equally applicable to 
estates. However, problems of statutory construction necessitate considera- 
tion of estates and trusts taxed under the general rules separately from 
those trusts taxed under sections 671 to 678, inclusive,® where the grantor 
or another person is treated as the substantial owner of all or part of the 
trust. 


1In Kennedy, Recent Developments in the Taxation of Estates and Trusts, 27 Taxes 
1118, 1121 (1949), it was noted that in many similar instances corporate fiduciaries had 
in practice taken conflicting positions, some treating the capital gains as taxable to the 
beneficiary and others to the trust; and neither position had been challenged on audit 
of the differing returns. 

2 Where there is an excess of the net long-term capital gain over net short-term capital 
loss, only 50 per cent of such excess is included in the taxable income of an individual, 
estate, or trust, and the maximum tax rate on the excess of net long-term capital gain 
is 25 per cent of the full gain. I.R.C. §§ 1201(b) and 1202 (1954). 

8 The general rule of trust law in nearly all states is that gains on the sale or exchange 
of trust assets are credited to corpus rather than income. 2 Scorr on Trusts § 233.1 
(1939). But the governing instrument may vary this treatment and provide for treat- 
ment of such gains as trust income. Id. § 233.5. 

4 See I.R.C. § 691 (1954). 

5 See I.R.C. § 642(¢) (1954). 

6 The statutory treatment of estates, trusts, and beneficiaries comprises Part I of 
Subchapter J of Chapter 1 of Subtitle A of the Internal Revenue Code. Chapter 1 
covers the entire subject of normal taxes and surtaxes. Part I of Subchapter J is sub- 
divided into six Subparts, A through F. Part II of Subchapter J is devoted to income 
in respect of decedents. : 
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Has Capirat GAIN BEEN DISTRIBUTED TO A BENEFICIARY ? 


The main problem in determining the incidence of taxation of capital 
gains of an ordinary trust is to find whether under income tax law such 
gains have been distributed to the beneficiaries. Section 643(a) defines ‘‘dis- 
tributable net income’’ which, under sections 652(a) and 662(a), becomes 
the maximum amount on which the beneficiaries are to be taxed regardless 
of the amounts actually distributed to them (except for ‘‘accumulation dis- 
tributions’’ covered by sections 665 to 668, inclusive). Distributable net in- 
come is defined as taxable income with certain adjustments, one of which is 
for capital gains. Capital gains credited * or required to be distributed to a 
beneficiary during the taxable year are excluded from the computation if 
allocated to corpus and not paid. 

The trust which distributes current trust income only—the so-called 
‘*simple’’ trust governed by sections 651 and 652—creates no great problem 
because the beneficiary receives and is taxed on only ordinary income, and 
capital gains remain in and are taxed to the trust, under our hypothesis 
that under the governing local law all gains become part of corpus. This 
would appear to be true even though trust income, as defined by such local 
law, exceeded distributable net income, as, for example, when corpus charges 
are taken as income tax deductions. The income beneficiary would then re- 
ceive a portion of his income distribution tax-free, that is, he would obtain 
the benefit of allowable income tax deductions chargeable to corpus under 
local law. There would appear to be no substantial basis for considering any 
portion of this distribution to be a distribution of the capital gains which 
had become part of corpus. It would seem that at least to the extent of de- 
termining the nature of the distribution, whether corpus or income, the law 
governing the trust instrument should control. In the case here considered 
the trustee was distributing trust income, not corpus or capital gains. 

However, a different question is presented when the trustee has clearly 
made a distribution of trust corpus in any year. Sections 661 to 663, inclu- 
sive, now apply to the trust, and it must be determined whether any part 
of the capital gains realized in that taxable year and allocated to corpus 
has been included in that distribution of corpus to the beneficiary so as to 
enter into the computation of distributable net income and be taxed to the 
beneficiary. 

The language of section 643(a) (3), in referring to capital gains which 
have been paid or credited or are required to be distributed to a beneficiary, 
is indefinite and ambiguous. Trust and estate accounting segregates income 
from corpus, and a distribution can thus be determined to be from one or 
the other. But when a distribution is made of cash corpus by a trust which 
provides for allocation of capital gains to corpus, the distribution cannot 
be identified as being specifically derived from capital gains or any other 





7 “*Credited’’ has been limited to situations involving practically a constructive receipt 
by the beneficiary, i.e., where a distribution is placed beyond the trustee’s recall. Estate 
of John Fossett, 21 T.C. 874 (1954) ; Alma Igoe, 19 T.C. 913 (1953). 
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specific element which has gone into corpus. By way of analogy, it may be 
noted that a corporation paying a cash dividend out of surplus cannot deter- 
mine that it is paying out any specific item, such as last year’s profits, which 
has entered into the computation of surplus. Thus, Congress found it neces- 
sary in section 316(a) to provide a rule for the determination of the source 
from which a dividend is paid. 

Since a capital gain as such cannot be distributed, section 643(a) (3) (as 
applied to the case where neither the trust instrument nor local law specifi- 
cally provides for distribution of capital gains) may be construed as in- 
cluding in distributable net income and thus taxing to the beneficiary any 
portion of the gain to the extent that proceeds of a sale or exchange are 
distributed. This construction suggests * that if less than all of the corpus 
is distributed, the distribution must be traced to determine if the proceeds 
were included in that distribution and thus ‘‘ paid’’ to the beneficiary. While 
this suggestion is based on there being no method of determining the com- 
position of the distribution from corpus, it is noteworthy that reading a 
tracing requirement into the statute is clearly contrary to the expressed 
general intent of the draftsmen of the 1954 Code. It was certainly their 
desire to get away from the tracing rules which had so complicated prior 
law.® A further objection to this construction is that it would permit a trus- 
tee to affect, by mere designation,’® the incidence of taxation without in any 
way altering the economic position of the parties. 

Further analysis of this problem will be.assisted by considering the situa- 
tion in which it will arise most often, 7.e., the type of annuity trust where 
the beneficiary is to receive a fixed amount each year out of corpus to the 
extent that the income is insufficient. 

Under the 1939 Code, as amended by the Revenue Act of 1942, the result 
was generally that the beneficiary was taxed on capital gains to the extent 
of the corpus invasion, because he was taxed on the statutory net income 
or the trust income, whichever was greater, to the extent actually distributed 
to him.1* The American Law Institute Federal Income Tax Statute, on the 
other hand, proposed to avoid this result by taxing capital gains to the 
fiduciary unless the local law or trust instrument specifically provided for 
their distribution to the beneficiary as income.” 

The 1954 Code, as finally passed, while it adopted many ideas of the 


8 Kamin, Surrey, and Warren, The Internal Revenue Code of 1954; Trusts, Estates 
and Beneficiaries, 54 CoLum. L. REv. 1237, 1242 (1954). 

9 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 61 (1954). 

10 The trustee’s records would have to indicate clearly the source of the distribution. 
Wilma Aaron, 22 T.C. 1370 (1954). 

11 Section 162(d)(1) of the 1939 Code, taxing the beneficiary to the extent of ‘‘dis- 
tributable income’’ which was the greater of (a) net income for tax purposes, or (b) 
income of the trust under local trust law concepts. As to law prior to these amendments, 
see Florence M. Sweet, 44 B.T.A. 871 (1941). 

12 See Holland, Kennedy, Surrey, and Warren, A Proposed Revision of the Federal 
Income Tax Treatment of Trusts and Estates—American Law Institute Draft, 53 
Cotum. L. Rev. 316, 333 (1953). : 
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American Law Institute Federal Income Tax Statute, did not accept its 
major premise of taxing the beneficiary only to the extent of income tax- 
able under local law. In so far as taxable income becomes the starting point 
for determining the taxability of distributions, the 1954 Code more nearly 
resembles prior law on the subject. Therefore it is at least arguable that 
prior law should apply and that the first distributions out of corpus in any 
year should be considered to be capital gains of that year.1* A more equi- 
table solution would be to consider as capital gains distributions in the case 
of invasions of corpus that proportion which the capital gains added to 
corpus that year bear to the corpus available for distribution.1* Admittedly, 
the application of this rule would present administrative difficulties. It also 
gives rise to numerous subsidiary problems, 7.e., whether computation of 
the available corpus is to be taken at a given date or over a period, whether 
and how to compute average values, and whether the order in time of the 
invasion of corpus and realization of gain is significant.1® 

The writer suggests, however, that the policy against tracing distribu- 
tions was strong enough in the minds of the draftsmen to cause the rejec- 
tion by them of any of these artifices for determining whether an otherwise 
unidentified payment out of corpus includes a portion of realized capital 
gains. It is submitted that the intent of the draftsmen of section 643(a) was 
to tax a beneficiary on capital gains allocated to corpus only in the relatively 
rare cases where the governing instrument specifically requires distribution 
of the proceeds 7 or the facts clearly reveal an intent to make available to 
the beneficiary the proceeds of a sale or exchange as such. Further, a slight 
extension of this rule is justified in taxing capital gains realized in the year 
of termination of an estate or trust to the beneficiary who has received the 
entire corpus in that year.’* But where, as in an annuity trust, the distribu- 
tion from corpus is unrelated to any capital gains, the gains should be taxed 
to the fiduciary. 

In its Proposed Regulations 1* the Treasury reaches substantially this 
result. Its position is that the mere fact of a distribution of corpus does not 
require the inclusion in distributable net income of any part of realized 
capital gains. Several examples are given of circumstances which would be 
considered a distribution of capital gains, requiring inclusion of the gains 
in distributable net income: (1) the existence of a regular practice on the 
part of the fiduciary of distributing the exact net proceeds of sales; (2) dis- 
tribution of proceeds pursuant to a direction in the governing instrument 


18 Cf. Irish v. Comm’r, 129 F.2d 468 (3d Cir. 1942), discussed infra. 

14 Cf. Sarah A. W. Coursey, 33 B.T.A. 1068 (1936), discussed infra. 

15 To the effect that considering the order of invasion and realization would violate 
the concept of annual accounting periods, see Letts v. Comm’r, 84 F.2d 760 (9th Cir. 
1936). 

16 Certain types of capital gain might, contrary to our general hypothesis, consti- 
tute ordinary trust income under local law. See Mary H. Case, 8 T.C. 343 (1947). 

17 Reaching the result in Carlisle v. Comm’r, 165 F.2d 645 (6th Cir. 1948). 

18 Proposed Reg. Sec. 1.643(a)—4 (1956). 
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to sell a specific asset; and (3) distribution of the entire corpus in the year 
of termination. 

In any event, it is necessary to distinguish between a distribution of 
corpus and one of the undistributed income of prior years. In the latter 
case sections 665 to 668, inclusive, provide generally that the beneficiary 
shall be taxed as if the undistributed net income of each of the preceding 
five years had been distributed currently. The taxation to the trust of capital 
gains of the earlier years is thus not disturbed. By definition, ‘‘undistrib- 
uted net income’’ is the excess of distributable net income over distribu- 
tions.!® Capital gains taxed to the trust in the year of realization are thus 
excluded from the computation of undistributed net income and of the 
accumulation distribution, and there is no adjustment for the tax paid by 
the trust on the capital gains.”° 


Grantor TRUSTS 


Sections 671 to 678, inclusive, comprising Subpart E of the statutory ma- 
terial dealing with estates and trusts, concern trusts where the grantor or 
some other person has such interests or powers that he is treated as the owner 
of all or a portion of the trust. In Subpart E is combined the treatment of 
trusts, previously subject to statutory provision, in which the power to re- 
voke *1 or the right to receive the income ”* is reserved to the grantor, with 
the treatment of trusts previously subject only to the Clifford Regulations.?* 
The latter related to trusts in which the grantor 2* had retained such sub- 
stantial dominion over the trust assets, either because of a reversionary in- 
terest after a short period or because of certain. powers of enjoyment or 
control retained by him, that the income was considered his under the broad 
definition of gross income contained in section 22(a) of the 1939 Code.*5 In 
section 671 Congress makes it clear that the provisions of Subpart E pre- 
empt the field and that no items of trust income or deductions shall be in- 
cluded in computing the taxable income of the grantor or any other person 
under any other provisions of the Code solely on the grounds of dominion 
and control over the trust. 

The 1954 Code prescribes that upon finding that the grantor or another is 
to be treated under Subpart E as the owner of all or a portion of a trust. 


19 T.R.C. § 665(a) (1954). 

20 I.R.C. § 665(¢) (1954). 

21 L.R.C. § 166 (1939). 

22 T.R.C. § 167 (1939). 

23 Reg. 118, Sec. 39.22(a)-21. 

24 The principle was extended to persons other than the grantor, for example, a bene- 
ficiary, whose control of the corpus was so complete as to warrant treating him as the 
owner thereof. Reg. 118, Sec. 39.22(a)-22; Mallinckrodt v. Nunan, 146 F.2d 1 (8th Cir. 
1945), cert. denied, 324 U.S. 871 (1945). 

25 The Clifford Regulations (Reg. 118, Sec. 39.22(a)-21), promulgated by the Treas- 
ury, had been thought, at least by some courts, to be arbitrary and to go beyond the 
principle laid down by the Supreme Court in Helvering v. Clifford, 309 U.S. 331 (1940). 
See Comm’r v. Clark, 202 F.2d 94 (7th Cir. 1953). 
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‘*there shall then be included in computing the taxable income and credits 
of the grantor or the other person those items of income, deductions, and 
credits against tax of the trust which are attributable to that portion of the 
trust to the extent that such items would be taken into account... in com- 
puting taxable income or credits against the tax of an individual.’’ 76 

A preliminary question to be resolved upon determining that all or a por- 
tion of the capital gain realized by the trust is taxable to the grantor or 
some other person under Subpart E, is how to reflect that fact vis-a-vis the 
trust. Should the gross income be considered to be realized directly by that 
person as owner, or should it be considered gross income of the trust taxed 
to him to prevent tax avoidance? This point was not clear under prior law," 
and its determination is important, because if the capital gains are to be 
considered as gross income of the trust, taxation to the grantor or other 
person would affect the computation of distributable net income as defined 
in section 643(a)(3) and might affect the tax status of distributions re- 
ceived by other beneficiaries. If, on the other hand, the theory of Subpart E 
is that the grantor or other person is to be considered as the owner of the 
trust assets just as though the trust had not been created, consideration 
must be given to whether the asset which the trust sold would, because of 
that person’s activities as a dealer, give rise also to capital gain or loss when 
ownership is attributed to him. The language of section 671 and the Com- 
mittee Reports °° suggests that the income is to be treated as if received 
directly by the grantor or other person, implying that the fiduciary is to 
exclude this portion from the gross income of the trust. The Proposed Regu- 
lations also adopt this view.*® 

Another difficulty which is immediately indicated is that the precise 
meaning of ‘‘income’’ (which, as above pointed out, generally excludes capi- 
tal gains under local trust law, although capital gains are gross income for 
income tax purposes) has not been provided for purposes of Subpart E. 
Section 643(b) defines ‘‘income,’’ when not prefixed by ‘‘taxable’’ or 
‘“eross,’’ ete., as ‘‘the amount of income of the estate or trust for the tax- 
able year determined under the terms of the governing instrument and 
applicable local law.’’ This definition eliminates a source of ambiguity in 
section 162 of the 1939 Code.*® Unaccountably, this clarifying definition was 
made applicable only to Subparts A, B, C, and D, which govern the taxation 
generally of all trusts and estates ; its applicability was not extended to Sub- 
part E, dealing specifically with grantor trusts. Such omission must be 


26 T.R.C. § 671 (1954). 

27 Welch v. Bradley, 130 F.2d 109 (1st Cir. 1942), cert. denied, 317 U.S. 685 (1942) ; 
cf. Sarah A. W. Coursey, 33 B.T.A. 1068 (1936). 

28 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A212 (1954). 

29 Proposed Reg. Sec. 1.671-2(c) (1956). General Instruction Q for the 1955 U.S. 
Fiduciary Income Tax Return (Form 1041) clearly instructs the fiduciary, where any 
part of the income is taxable to the grantor or another, not to include such part in the 
return form proper, but rather to show the details in a separate schedule attached to the 
return. 

30 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A196 (1954). 
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assumed to have been intentional. Yet, as will be shown particularly in the 
discussion of section 677, the ambiguity in the grantor trust area has created 
most difficult problems. The retention there of the possible dual meaning of 
‘‘income’’ remains an anomaly. 

The principal problems raised by Subpart E can most conveniently be 
considered by grouping the situations according to the general nature of 
the control over the trust which would result in a person being treated as 
owner. Section 676 (treating the grantor as owner if he or a non-adverse 
party has power to revest title to the corpus in himself) and section 678 
(treating the beneficiary or other person as owner if he has a power exer- 
cisable solely by himself to vest a portion of the corpus or income in him- 
self) may be considered together. Powers of dominion and control resulting 
in taxation to the grantor under section 674 (control over beneficial enjoy- 
ment) and section 675 (administrative powers) also present many of the 
same elements.*4 

As to the above mentioned trusts, many points clarified by court decision 
under prior law should still apply. Thus, if a trust is fully revocable, all 
gross income, including capital gains, will be taxed to the grantor.** If the 
income as defined by local trust law is payable to the grantor with the re- 
mainder over, but the grantor has the power in his uncontrolled discretion 
to decide whether particular receipts should be allocated to income or corpus, 
the grantor will be taxed on capital gains realized by the trust and allocated 
to corpus because of his right to vest them in himself though in fact he failed 
to do so.%4 

Seemingly similar to the annuity trust is the trust in which the grantor 
or a beneficiary has a limited power to withdraw corpus for his own benefit. 
This appears to be the equivalent of a right of partial revocation. The Board 
of Tax Appeals met this problem squarely under prior law in Sarah A. W. 
Coursey.** The taxpayer there had the power to withdraw up to one-half the 
corpus in the aggregate. A state court had construed this power to be a 
limited power to withdraw at any time an amount determined as follows: 
from one-half the total of (a) the present appraised value of the corpus 
and (b) prior withdrawals, should be deducted the amount of prior with- 
drawals; the remainder was withdrawable. The Board held that 50 per cent 
of the capital gains realized in the taxable year was taxable to the grantor. 

This approach seems correct to the extent that it recognizes the grantor’s 
proportional dominion over the trust. However, the proportion should be 
reduced to take into account prior withdrawals, that is, the fact that the 
grantor had withdrawn corpus in prior years reduced the percentage sub- 
ject to her control in the taxable year to less than 50 per cent, and she 


31 As to the power to repurchase all or a portion of the corpus for a bargiain price, see 
Charles T. Fisher, 28 B.T.A. 1164 (1933). 

82 Welch v. Bradley, 130 F.2d 109 (1st Cir. 1942), cert. denied, 317 U.S. 685 (1942). 

33 Greenough v. Comm’r, 74 F.2d 25 (1st Cir. 1934) ; Georgia B. Lonsdale, 42 B.T.A. 
847 (1940). 

34 33 B.T.A. 1068 (1936). 
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should be taxable on only this smaller percentage of the realized capital 
gains. The Board might also have considered, to refine the point, whether 
the computation of the percentage of corpus subject to withdrawal should 
be based on the average value of the corpus for the year,** the value at the 
time of withdrawal, or the value at time of realizing the gain. 

A somewhat different situation is presented in Irish v. Commissioner *° 
where the trust gave the grantor or another limited annual powers of revoca- 
tion. There the grantor retained for himself the income for life and the right 
to withdraw up to $18,000 a year from corpus. In the taxable year less than 
$18,000 capital gains had been realized. The Court held the entire gains tax- 
able to the grantor. While the holding could be placed on narrower grounds, 
the opinion bases taxation on the grantor’s right to withdraw from corpus 
an amount at least equivalent to the capital gains, that is, that the capital 
gains should be considered identified as the first items withdrawn from 
corpus. The result was perhaps justified by the literal language of section 
167 of the 1939 Code, taxing the grantor on ‘‘any part of the income. . 
[which] may... be distributed’’ to him at his discretion. But the first-in, 
first-out theory of identifying capital gains which accreted to corpus is 
purely arbitrary. 

Another theory which has been advanced ** is that the power to make 
limited corpus withdrawals each year gives the holder of the power control 
over all, or nearly all, the corpus. In other words, if a grantor has a power 
to withdraw up to $10,000 a year from a $50,000 trust, he could in five years 
withdraw the entire corpus and should thus be considered the owner of the 
entire corpus from the beginning. The Tax Court rejected this view with- 
out much discussion, probably because it seems to violate the annual account- 
ing concept. But if the power of withdrawal is such that the grantor could, 
by its full exercise, terminate the trust in a short time, his control over the 
whole corpus is in fact nearly complete.** In principle, however, it would 
seem that the annual power of withdrawal is not essentially different from 
the cumulative power, and that the Coursey approach of proportionate taxa- 
tion to the grantor is applicable. As a consequence, the Court should have 
taxed the grantor in the Irish case on that proportion of the realized capital 
gains for the year which $18,000, the maximum amount to be withdrawn 
from corpus annually, bears to the average corpus during the year. 

Apparently the result in the Irish case would not be reached under the 
Proposed Regulations, which recognize that the ‘‘portion of a trust’’ of 
which the grantor may be treated as owner may be confined either to income 
or corpus and may be an undivided fraction, dollar amount, etc.8® The 
Treasury’s position in this fact-situation might be that the grantor has an 


85 Cf. Charles T. Fisher, supra note 31. 

86 129 F.2d 468 (3d Cir. 1942). 

87 Ruth W. Oppenheimer, 16 T.C. 515 (1951). 

38 Cf. I.R.C. § 673 (1954), requiring generally that the grantor’s control over the 
corpus of a reversionary trust be postponed at least ten years to avoid taxation to him. 

89 Proposed Reg. Sec. 1.671-3 (1956). 
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annual $18,000 interest in corpus and should be taxed only on that propor- 
tion of corpus income, i.¢., capital gains, which his interest bears to the 
whole corpus.* 


THe SpEcIAL PROBLEM OF THE REVERSIONARY TRUST 


The cases just discussed were decided in whole or in part under section 
166 of the 1939 Code or some corresponding provision of prior revenue acts, 
which provided that if the grartor had the power to revest any part of the 
corpus in himself ‘‘then the income of such part of the trust shall be in- 
cluded in computing the net income of the grantor.’’ Capital gains were 
taxed to the grantor because such gains were comprehended by the general 
term ‘‘income.’’ Only a slight change in language was made in recodifying 
this provision into section 676 of the 1954 Code,*! and this should not affect 
the treatment of capital gains as compared to prior law. A difficulty under 
the 1939 Code, as illustrated by the Irish decision, is that a revocable trust 
fell within the literal wording of both sections 166 and 167, with possibly 
different results. 

Section 167 of the 1939 Code was also applicable to trusts in which the 
grantor had a reversionary interest *? or contingent remainder,* so that 
capital gains of such trusts were taxed to the grantor. This result followed 
from the provision of section 167 (a) (1) : 


Where any part of the income of a trust:. . . is or in the discretion of the 
grantor or of any other person not having a substantial adverse interest .. . 
may be, held or accumulated for future distribution to the grantor . . . then 
such part of the income of the trust shall be included in computing the net 
income of the grantor. 


Since ‘‘income’’ had been held ** to mean in this context income for tax 
purposes, it followed that a capital gain added to corpus was being or might 
be accumulated for the grantor’s reversion or remainder. Absent any fur- 
ther interest or control in the grantor, ordinary income was paid and taxed 
to the income beneficiary under the provisions of the trust, and capital gains 
were taxed to the grantor. 

In transcribing this provision into section 677(a), the language was 
changed to meet the structural requirements of Subpart E, so that it reads: 


The grantor shall be treated as the owner of any portion of a trust, ... 
whose income... is, or, ... may be 


40 Cf, Proposed Reg. Sec. 1.677(a)-1(g) (1956), containing example involving dollar 
amount interest in ordinary income. 

41‘¢The grantor shall be treated as the owner of any portion of a trust . .. where at 
any time the power to revest in the grantor title to such portion is exercisable by the 
grantor or a non-adverse party....’’ 

42 Wilson v. Comm’r, 125 F.2d 307 (7th Cir. 1942); Lolita S. Armour, 41 B.T.A. 777 
(1940). 

43 Graff v. Comm’r, 117 F.2d 247 (7th Cir. 1941); Kent v. Rothensies, 120 F.2d 476 
(3d Cir. 1941). But cf. Sawtell v. Comm’r, 82 F.2d 221 (1st Cir. 1936). 

44 Welch v. Bradley, 130 F.2d 109 (1st Cir. 1942), cert. denied, 317 U.S. 685 (1942). 
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(1) distributed to the grantor; [or] 
(2) held or accumulated for future distribution to the grantor;.... 


If the grantor or some other person is considered to be the owner of some 
part of the corpus under Subpart E, the income, deductions, and credits 
attributable to such part are included in computing the taxable income and 
credits of that person.** At this point the failure to define ‘‘income’’ in Sub- 
part E begins to cause confusion. A literal reading of section 677(a) would 
seem to require as a condition to its application that the income from some 
defined portion of the trust be accumulated for the grantor, whereas capital 
gain represents only an indefinite part of the corpus.*® While it could be 
argued that since the income of no specific portion is being or may be held 
or accumulated for the grantor, no income should be taxed to him and the 
capital gains realized by the trust should remain taxable to the trust, the 
result under prior law seems more reasonable. By liberally construing ‘‘ por- 
tion of a trust’’ to include interests confined to either corpus or income,** 
the Treasury is able to reach the result of taxation of capital gains to the 
grantor because of his reversionary interest in the corpus.*® 

Consider the converse situation in which the grantor creates an irrevo- 
cable trust in which the trust income is distributed currently to him but in 
which he has retained no interest in the remainder. Clearly, he is taxable on 
the ordinary income thus distributed under the 1954 Code, as he was under 
the 1939 Code. But under the 1939 Code the capital gains, which were added 
to the corpus wherein the grantor had no reversionary interest, were tax- 
able to the trust. Under section 677 it is arguable that the capital gains 
should be taxed to the grantor, although he can never receive them, on the 
theory that he is to be treated as the-owner of the entire trust because the 
‘‘income’’—at least the ordinary income—derived from the entire corpus 
is distributable to him. However, the Treasury again taxes the trust, as 
under the 1939 Code.*® Probably a different result is called for if the grantor 
retained some contingent interest in the remainder.®® In such a ease, the 
capital gains ‘‘may be . . . accumulated’’ for the grantor, satisfying the 
statutory requirement for taxation to him. 

If the definition of ‘‘income’’ in section 648(b) as meaning income under 
local trust law had been extended to Subpart E, it would have been clear 
that where the grantor retained no interest in the reversion but only the 
right to ordinary income, he could not be taxed on capital gains, and this is 


45 I.R.C. § 671 (1954). 

46 While it had been held in Sarah A. W. Coursey, supra note 14, in interpreting the 
predecessor of section 166 of the 1939 Code, that ‘‘part of the corpus’’ did not imply 
the identification of specific property, it may at least be required that the portion of the 
trust whose income is being accumulated for the grantor be mathematically ascertainable. 

47 Proposed Reg. Sec. 1.671-3 (1956). 

48 Proposed Reg. Sec. 1.677(a)-1(g) (1956). 

49 Tbid. 

50 See cases cited at note 43 supra. A de minimis rule, analogous to section 2037 (1954) 
providing for estate taxation only if the reversionary interest of the grantor is substan- 
tial, i.e., over five per cent, may be appropriate. 
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clearly the correct result. However, the same result would be reached as to 
trusts in which the grantor retained a reversionary interest; this may none- 
theless be justified, since such trusts must in general postpone the reversion 
for at least ten years to avoid taxation of all income to the grantor from 
the inception.®? 


SUMMARY 


The problems relating to taxation of capital gains of trusts have not re- 
ceived the consideration either from taxpayers or the Internal Revenue 
Service that their theoretical and practical importance deserves. There have 
been few decisions in the past, and the 1954 Code has only compounded the 
confusion. It is perhaps clear that in the simple situation where income 
determined under local law is distributed to a beneficiary, the capital gains 
remain taxable to the trust. Beyond this, the door is open to arbitrariness 
and inconsistency. 

When a portion of the corpus is distributed to a beneficiary, there is no 
means of determining if a distribution of capital gains has been made. The 
better rule would seem to be that the gains would remain taxable to the 
trust absent unusual circumstances strongly indicating an identification of 
proceeds in the distribution. However, in the ease of a trust where taxation 
to the grantor or another is predicated on that person’s control over the 
income or corpus rather than receipt therefrom, the situation is quite 
different. In these trusts, taxation of the gains should be proportionate to 
the control of the corpus to which the gains are added. Determination of 
aliquot portion can be made administratively practical by regulations. 
Finally, the Code should be amended to define ‘‘income’’ in the grantor- 
trust sections as income determined under the governing instrument and 
applicable local law rather than gross income or taxable income. 

—THEODORE BERGER * 





51 I.R.C. § 673 (1954). 
* A member of the Illinois and New York Bars. 
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